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AMENDING SECURITIES ACT OF 1933, SECURITIES 
EXCHANGE ACT OF 1934, TRUST INDENTURE ACT OF 
1939, AND INVESTMENT COMPANY ACT OF 1940 





FRIDAY, MARCH 19, 1954 


House or REPRESENTATIVES, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
Washington, D.C. 


The committee met at 10 a. m., pursuant to call, in room 1334, New 
House Office Building, Hon. Charles A. Wolverton (chairman) 
presiding. 

The Cuarrman. The committee will come to order. The purpose 
of the hearing this morning is to take testimony with respect to H. R. 
7550 and S. 2846, the purpose of which legislation is to amend certain 
provisions of the Securities Act of 1933, the Securities Exchange Act 
of 1934, the Trust Indenture Act of 1939, and the Investment Company 
Act of 1940. 

(H. R. 7550 and S. 2846 are as follows :) 


[H. R. 7550, 88d Cong., 2d sess. ] 


A BILL To amend certain provisions of the Securities Act of 1933, as amended, the 
Securities Exchange Act of 1984, as amended, the Trust Indenture Act of 1939, and the 
Investment Company Act of 1940 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 


TITLE I—AMENDMENTS TO SECURITIES ACT OF 1933, AS AMENDED 


SEcTION 1. Paragraph (38) of section 2 of the Securities Act of 1933 is amended 
to read as follows: 

“(3) The term ‘sale’ or ‘sell’ shall include every contract of sale or disposition 
of a security or interest in a security, for value. The term ‘offer to sell’, ‘offer 
for sale,’ or ‘offer’ shall include every attempt or offer to dispose of, or solicitation 
of an offer to buy, a security or interest in a security, for value. The terms defined 
in this paragraph and the term ‘offer to buy’ as used in subsection (c) of section 
5 shall not include preliminary negotiations or agreements between an issuer 
(or any person directly or indirectly controlling or controlled by an issuer, or 
under direct or indirect common control with an issuer) and any undewriter 
or among underwriters who are or are to be in privity of contract with an issuer 
(or any person directly or indirectly controlling or controlled by an issuer, or 
under direct or indirect common control with an issuer). Any security given or 
delivered with, or as a bonus on account of, any purchase of securities or any 
other thing, shall be conclusively presumed to constitute a part of the subject of 
such purchase and to have been offered and sold for value. The issue or transfer 
of a right or privilege, when originally issued or transferred with a security, giv- 
ing the holder of such security the right to convert such security into another 
security of the same issuer or of another person, or giving a right to subscribe to 
another security of the same issuer or of another person, which right cannot be 
exercised until some future date, shall not be deemed to be an offer or sale of such 
other security ; but the issue or transfer of such other security upon the exercise 
of such right of conversion or subscription shall be deemed a sale of such other 
security.” 
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Sec. 2. Paragraph (8) of section 2 of the Securities Act of 1933 is amended to 


read as follows: 

“(8) The term ‘registration statement’ means the statement provided for in 
section 6, and includes any amendment thereto and any report, document, or 
memorandum filed as part of such statement or incorporated therein by reference.” 

Sec. 3. Paragraph (10) of section 2 of the Securities Act of 1933, as amended, 
is amnended to read as follows: 

“(10) The term ‘prospectus’ means any prospectus, notice, circular, advertise- 
ment, letter, or communication, written or by radio or television, which offers any 
security for sale or confirms the sale of any security ; except that (a) a communi- 
cation sent or ziven after the effective date of the registration statement (other 
than a prospectus permitted under subsection (b) of section 10) shall not be 
deemed a prospectus if it is proved that prior to or at the same time with such 
communication a written prospectus meeting the requirements of subsection (a) 
of section 10 at the time of such communication was sent or given to the person 
to whom the communication was made and (b) a notice, circular, advertisement, 
letter of communication in respect of a security shall not be deemed to be a pros- 
pectus if it states from whom a written prospectus meeting the requirements of 
section 10 may be obtained and, in addition, does no more than identify the 
security, state the price thereof, state by whom orders will be executed, and con- 
tain such other information as the Commission, by rules or regulations deemed 
hecessary or appropriate in the public interest and for the protection of investors, 
and subject to such terms and conditions as may be prescribed therein, may 
permit.” 

Sec. 4. Paragraph (11) of section 2 of the Securities Act of 1933 is amended 
by inserting the words “offers or” before the word “sells.” 

Sec. 5. Paragraph (11) of section 3 (a) of the Securities Act of 1933, as 
amended, is amended by inserting the words “offered and” before the word “sold.” 

Sec. 6. Subsection (b) of section 3 of the Securities Act of 1933, as amended, 
is amended by striking out “$300,000” where it appears in such subsection and 
inserting in lieu thereof “$500,000.” 

Src. 7. Section 4 (1) of the Securities Act of 1953, as amended, is amended to 
read as follows: 

“Sec. 4. The provisions of section 5 shall not apply to any of the following 
transactions: 

“(1) Transactions by any person other than an issuer, underwriter, or dealer; 
transactions by an issuer not involving any public offering; or transactions by a 
dealer (including an underwriter no longer acting as an underwriter in respect 
of the security involved in such transaction), except transactions taking place 
prior to the expiration of forty days after the first date upon which the security 
was bona fide offered to the public by the issuer or by or through an underwriter 
and transactions in a security as to which a registration statement has been 
filed taking place prior to the expiration of forty days after the effective date of 
such registration statement or prior to the expiration of forty days after the 
first date upon which the security was bona fide offered to the public by the issuer 
or by or through an underwriter after such effective date, whichever is later 
(excluding in the computation of such forty days any time during which a stop 
order issued under section 8 is in effect as to the security), and except transac- 
tions as to securities constituting the whole or a part of an unsold allotment to 
or subscription by such dealer as a participant in the distribution of such 
securities by the issuer or by or through an underwriter.” 

Sec. 8. Section 5 of the Securities Act of 1933 is amended to read as follows: 

“(a) Unless a registration statement is in effect as to a security, it shall be 
unlawful for any person, directly or indirectly 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security 
through the use or medium of any prospectus or otherwise; or 

“(2) to carry or cause to be carried through the mails or in interstate 
commerce, by any means or instrument of transportation, any such security 
for the purpose of sale or for delivery after sale. ; 

“(b) It shall be unlawful for any person, directly or indirectly— 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any security with respeet to which a registration 
statement has been filed under this title, unless such prospectus meets the 
requirements of section 10; or 
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“(2) to carry or cause to be carried through the mails or in interstate 
commerce any such security for the purpose of sale or for delivery after sale, 
unless accompanied or preceded by a prospectus that meets the requirements 
of subsection (a) of section 10. 

“(c) It shall be unlawful for any person, directly or indirectly, to make use of 
any means or instruments of transportation or communication in interstate 
commerce or of the mails to offer to sell or offer to buy through the use or medium 
of any prospectus or otherwise any security, unless a registration statement has 
been filed as to such security, or while the registration statement is the subject 
of a refusal order or stop order, or prior to the effective date of the registration 
étatement any public proceeding or examination, under section 8.” 

Sec. 9. Section 10 of the Securities Act of 1933, as amended, is amended to 
read as follows: 

“(a) Except to the extent otherwise permitted or required pursuant to this 
subsection or subsections (¢c) (d), or (e) 

“(1) a prospectus relating to a security other than a security issued 
by a foreign government or political subdivision thereof, shall contain 
the information contained in the registration statement, but it need not 
include the documents referred to in paragraphs (28) to (32), inclusive, 
of schedule A; 

“(i) a prospectus relating to a security issued by a foreign government 
or political subdivision thereof shall contain the information contained in 
the registration statement, but it need not include the documents referred 


to in paragraphs (13) and (14) of schedule B 
> ) 


“(3) notwithstanding the provisions of paragraphs (1) and (2) of this 
subsection (a) when a prospectus is used more than nine months after the 


effective date of the registration statement, the information contained 
therein shall be as of a date not more than sixteen months prior to such 
ise, so far as such information is known to the user of such prospectus 
or can be furnished by such user without unreasonable effort or expense: or 


“(4) there may be omitted from any prospectus any of the information 
required under this subsection (a) which the Commission may by rules 
or regulations designate as not being necessary or appropriate in the public 
interest or for the protection of investors. 

“(b) In addition to the prospectus permitted or required in subsection (a), 
the Commission shall by rules or regulations deemed necessary or appropriate 
in the public interest or for the protection of investors permit the use of a 
prospectus for the purposes of subsection (b) (1) of section 5 which omits 
in part or summarizes information in the prospectus specified in subsection 
(a). A prospectus permitted under this subsection shall, except to the extent 
the Commission by rules or regulations deemed necessary or appropriate in 
the public interest or for the protection of investors otherwise provides, be 
filed as part of the registration statement but shall not be deemed a part of such 
registration statement for the purposes of section 11. The Commission may 
at any time issue an order preventing or suspending the use of a prospectus 
permitted under this subsection (b), if it has reason to believe that such pros- 
pectus has not been filed (if required to be filed as part of the registration 
statement) or includes any untrue statement of a material fact or omits to 
state any material fact required to be stated therein or necessary to make the 
statements therein, in the light of the circumstances under which such pros- 
pectus is or is to be used not misleading. Upon issuance of an order under 
this subsection, the Commission shall give notice of the issuance of such order 
and opportunity for hearing by personal service or the sending of confirmed 
telegraphic notice. The Commission shall vacate or modify the order at any 
time for good cause or if such prospectus has been filed or amended in accord- 
ance with such order. 

“(e) Any prospectus shall contain such other information as the Commission 
may by rules or regulations require as being necessary or appropriate in the 
public interest or for the protection of investors. 

“(d) In the exercise of its powers under subsections (a), (b), or (¢c), the 
Commission shall have authority to classify prospectuses according to the nature 
and circumstances of their use or the nature of the security, issue, issuer, or 
otherwise, and, by rules and regulations and subject to such terms and condi- 
tions as it shall specify therein, to prescribe as to each class the form and 
contents which it may find appropriate and consistent with the public interest 
and the protection of investors. 
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“(e) The statements or information required to be included in a prospectus 
by or under authority of subsections (a), (b), (c), or (d), when written, shall 
be placed in a conspicuous part of the prospectus and, except as otherwise 
permitted by rules or regulations, in type as large as that used generally in the 
body of the prospectus. 

“(f) In any case where a prospectus consists of a radio or television broad- 
east, copies thereof shall be filed with the Commission under such rules and 
regulations as it shall prescribe The Commission may by rules and regula- 
tions require the filing with it of forms and prospectuses used in connection 
with the offer or sale of securities registered under this title. 

Sec. 10. Section 12 of the Securities Act of 1933 is amended by inserting the 
words “offers or” before the word “sells” in clauses (1) and (2) thereof. 

Sec. 11. Section 17 (a) of the Securities Act of 1933 is amended by inserting 
the words “offer or” before the word “sale” in the introductory clause thereof. 

Sec. 12. Section 22 (a) of the Securities Act of 1933 is amended by inserting 
the words “offer or” before the word “sale” in the second sentence thereof. 


TITLE II—AMENDMENTS TO SECURITIES EXCHANGE ACT OF 1984, AS 
AMENDED 


Sec. 201. Paragraph (d) of section 11 of the Securities Exchange Act of 1934 
is amended by striking out the words “six months” where they appear in such 
paragraph and inserting in lieu thereof the words “thirty days.” 

Sec. 202. The last sentence of paragraph (d) of section 12 of the Securities 
Exchange Act of 1934 is hereby repealed. 


TITLE III—AMENDMENTS TO TRUST INDENTURE ACT OF 1939 


Sec. 301. (a) Paragraph (1) of section 303 of the Trust Indenture Act of 1939 
is amended by deleting the words “as heretofore amended.” 

(b) Paragraph (2) of section 303 of the Trust Indenture Act of 1939 is 
amended to read as follows: 

“(2) The terms ‘sale,’ ‘sell,’ ‘offer to sell,’ ‘offer for sale,’ and ‘offer’ shall 
include all transactions included in such terms as provided in paragraph (3) of 
section 2 of the Securities Act of 1933, except that an offer or sale of a certificate 
of interest or participation shall be deemed an offer or sale of the security or 
securities in which such certificate evidences an interest or participation if and 
only if such certificate gives the holder thereof the right to convert the same 
into such security or securities.” 

(c) Paragraph (3) of section 308 of the Trust Indenture Act of 1939 is amended 
to read as follows: 

“(3) The term ‘prospectus’ shall have the meaning assigned to such term in 
paragraph (10) of section 2 of the Securities Act of 1933, except that in the case 
of securities which are not registered under the Securities Act of 1933, such 
term shall not include any communication (A) if it is proved that prior to or 
at the same time with such communication a written statement if any required 
by section 306 was sent or given to the persons to whom the communication was 
made, or (B) if such communication states from whom such statement may be 
obtained and, in addition, does no more than identify the security, state the 
price thereof, and state by whom orders will be executed and contain such other 
information as the Commission, by rules or regulations deemed necessary or 
appropriate in the public interest or for the protection of investors, and subject 
to such terms and conditions as may be prescribed therein, may permit.” 

(ad) Paragraph (4) of section 303 of the Trust Indenture Act of 1939 is 
amended by inserting the words “offers or’ before the word “sells.” 

Sec. 302. Subsection (b) of section 304 of the Trust Indenture Act of 1939 is 
amended by delcting the words “as heretofore amended.” 

Sec. 303. Subsection (c) of section 305 of the Trust Indenture Act of 1939 is 
amended to read as follows: 

“(c) A prospectus relating to any such security shall include to the extent 
the Commission may prescribe by rules and regulations as necessary and appro- 
priate in the public interest or for the protection of investors, as though such 
inclusion were required by section 10 of the Securities Act of 1933, a written 
statement containing the analysis set forth in the registration statement, of 
any indenture provisions with respect to the matters specified in paragraph 
(2) of subsection (a) of this section, together with a supplementary analysis, 
prepared by the Commission, of such provisions and of the effect thereof, if, in 
the opinion of the Commission, the inclusion of such supplementary analysis is 
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necessary or appropriate in the public interest or for the protection of investors, 
and the Commission so declares by order after notice and, if demanded by the 
issuer, opportunity for hearing thereon. Such order shall be entered prior to 
the effective date of registration, except that if opportunity for hearing thereon 
is demanded by the issuer such order shall be entered within a reasonable time 
after such opportunity for hearing.” 

Sec, 504. Section 306 of the Trust Indenture Act of 1939 is amended to read 
as follows: 

“Sec, 306. (a) In the case of any security which is not registered under the 
Securities Act of 1933 and to which this subsection is applicable notwithstanding 
the provisions of section 304, unless such security has been or is to be issued 
under an indenture and an application for qualification is effective as to such 
indenture, it shall be unlawful for any person, directly or indirectly 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security 
through the use or medium of any prospectus or otherwise; or 

‘(2) to carry or cause to be carried through the mails or in interstate 
commerce, DY any means or instruments of transportation, any such security 
for the purpese of sale or for delivery after sale 

“(b) In the case of any security which is not registered under the Securities 
Act of 1933, but which has been or is to be issued under an indenture as to 
which an application for qualification is effective, it shall be unlawful for any 
person, directly or indirectly 

*(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any such security, unless such prospectus, to the 
extent the Commission may prescribe by rules and regulations as necessary 
and appropriate in the public interest or for the protection of investors, 
ineludes or is accompanied by a written statement that contains the infor- 
mation specified in subsection (c) of section 305; or 

*(2) to carry or to cause to be carried through the mails or in interstate 
commerce any such security for the jRurpose of sale or for delivery after 
sale, unless, to the extent the Commissin may prescribe by rules and regula 
tions as necessary or appropriate in te publie interest or for the protection 
of investors, accompanied or preceded by a written statement that contains 
the information specified in subsection (c) of section 805 

“(c) It shall be unlawful for any person, directly or indirectly, to make use 
of any means or instruments of transportation or communication in interstate 
commerce or of the mails to offer to sell through the use or medium of any 
prospectus or otherwise any security which is not registered under the Securities 
Act of 1983 and to which this subsection is applicable notwithstanding the 
provisions of section 504, unless such security has been or is to be issued under 
an indenture and an appli 
ture, or while the application is the subject of a refusal order or stop order 
or prior to qualification any pablic proceeding or examination, under section 307 
(c). 


‘ation for qualification has been filed as to such inden 





Sec. 305. Section 324 of the Trust Indenture Act of 1989 is amended by deleting 
e the words “issuing or selling” and inserting in lieu thereof the words fering, 


selling, or issuing.” 
TITLE IV—AMENDMENTS TO INVESTMENT COMPANY ACT OF 1940 


Sec. 401. Section 2 (a) (30) of the Investment Company Act of 1940 is amended 
to read as follows: 

“(30) ‘Prospectus,’ as used in section 22, means a written prospectus intended 
to meet the requirements of section 10 (a) of the Securities Act of 1933 and 
currently in use. As used elsewhere, ‘prospectus’ means a prospectus as defined 
in the Securities Act of 1933.” 

Sec, 402. Subsection (d) of section 24 of the Investment Company Act of 1940 
is amended by adding the following at the end thereof: “The exemption provided 
by the third clause of section 4 (1) of the Securities Act of 1983. as ame nded, 
shall not apply to any transaction in a security isued by a face-amount certificate 
company or in a redeemable security issued by an open-end management com- 
pany or unit investment trust, if any other security of the same class is cur- 
rently being offered or sold by the issuer or by or through an underwriter in a 
distribution which is not exempted from section 5 of said Act, except to such 
extent and subject to such terms and conditions as the Commission, having due 
regard for the public interest and the protection of investors, may prescribe 
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by rules or regulations with respect to any class of persons, securities, or trans- 
actions.” 

Sec. 403. Section 24 of the Investment Company Act of 1940 is amended by 
adding at the end thereof a new subsection (e) as follows: 

“(e) (1) A registration statement under the Securities Act of 1933 relating 
to a security issued by a face-amount certificate company or a redeemable security 
issued by an open-end management company or unit investment trust may be 
amended after its effective date so as to increase the securities specified therein 
as proposed to be offered. At the time of filing such amendment there shall be 
paid to the Commission a fee, calculated in the manner specified in section 6 (b) 
of said Act, with respect to the additional securities therein proposed to be 
offered. 

“(2) The filing of such an amendment to a registration statement under the 
Securities Act of 1933 shall not be deemed to have taken place unless it is 
accompanied by a United States postal money order or a certified bank check 
or cash for the amount of the fee required under paragraph (1) of this sub- 
section 

“(3) For the purposes of section 11 of the Securities Act of 1933, as amended, 
the effective date of the latest amendment filed pursuant to this subsection or 
otherwise shall be deemed the effective date of the registration statement with 
respect to securities sold after such amendment shall have become effective. For 
the purposes of section 13 of the Securities Act of 1933, as amended, no such 
security shall be deemed to have been bona fide offered to the public prior to the 
effective date of the latest amendment filed pursuant to this subsection. Except 
to the extent the Commission otherwise provides by rules or regulations as 
appropriate in the public interest or for the protection of investors, no prospectus 
relating to a security issued by a face-amount certificate company or a redeem- 
able security issued by an open-end management company or unit investment 
trust which varies for the purposes of subsection (a) (3) of section 10 of the 
Securities Act of 1933 from the latest prospectus filed as a part of the registration 
statement shall be deemed to meet the requirements of said section 10 unless filed 
as part of an amendment to the registration statement under said Act and such 
amendment has become effective.” 


[S. 2846, 838d Cong., 2d sess.] 


AN ACT To amend certain provisions of the Securities Act of 1932, as amended, the 
Securities Exchange Act of 1934, as amended, the Trust Indenture Act of 1939, and the 
Investment Company Act of 1940 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 


TITLE I—AMENDMENTS TO SECURITIES ACT OF 1933, AS AMENDED 


Section 1. Paragraph (3) of section 2 of the Securities Act of 1933 is amended 
to read as follows: 

“(3) The term ‘sale’ or ‘sell’ shall include every contract of sale or disposition 
of a security or interest in a security, for value. The term ‘offer to sell’, ‘offer 
for sale’, or ‘offer’ shall include every attempt or offer to dispose of, or solicita- 
tion of an offer to buy, a security or inteerst in a security, for value. The terms 
defined in this paragraph and the term ‘offer to buy’ as used in subsection (c) 
of section 5 shall not include preliminary negotiations or agreements between 
an issuer (or any person directly or indirectly controlling or controlled by an 
issuer, or under direct or indirect common control with an issuer) and any 
underwriter or among underwriters who are or are to be in privity of contract 
with an issuer (or any person directly or indirectly controlling or controlled by 
an issuer, or under direct or indirect common control with an issuer). Any se- 
curity given or delivered with, or as a bonus on account of, any purchase of se- 
curities or any other thing, shall be conclusively presumed to constitute a part 
of the subject of such purchase and to have been offered and sold for value. The 
issue or transfer of a right or privilege, when originally issued or transferred 
with a security, giving the holder of such security the right to convert such secu- 
rity into another security of the same issuer or of another person, or giving a 
right to subscribe to another security of the same issuer or of another person, 
which right cannot be exercised until some future date, shall not be deemed to be 
an offer or sale of such other security ; but the issue or transfer of such other se- 
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curity upon the exercise of such right of conversion or subscription shall be 
deemed a sale of such other security.” 

Sec. 2. Paragraph (8) of section 2 of the Securities Act of 1933 is amended to 
read as follows: 

“(8) The term ‘registration statement’ means the statement provided for in 
section C, and includes any amendment thereto and any report, document, or 
memorandum filed as part of such statement or incorporated therein by refer- 
ence.” 

Sec. 3. Pargraph (10) of section 2 of the Securities Act of 1983, as amended, 
is amended to read as follows: 

“(10) The term ‘prospectus’ means any prospectus, notice, circular, adver 
tisement, letter, or communication, written, or by radio or television, whica of 
fers any security for sale or confirms the sale of any security; except that (a) 
a communication sent or given after the effective date of the registration state- 
ment (other than a prospectus permitted under subsection (b) of section 10) 
shall not be deemed a prospectus if it is proved that prior to or at the same time 
with such communication a written prospectus meeting the requirements of sub 
section (a) of section 10 at the time of such communication was sent or given 
to the person to wlhiom the communication was made, and (b) a notice, circular, 
advertisement, letter, or communication in respect of a security shall not be 
deemed to be a prospectus if it states from whom a written prospectus meeting 
the requirements of section 10 may be obtained and, in addition, does no more 
than identify the security, state the price thereof, state by whom orders will be 
executed, and contain such other information as the Commission, by rules or 
regulations deemed necessary or appropriate in the public interest and for the 
protection of investors, and subject to such terms and conditions as may be 
prescribed therein, may permit.” 

Sec. 4. Paragraph (11) of section 2 of the Securities Act of 1933 is amended 
by inserting the words “offers or’ before the word “sells”’. 

Sec. 5. Paragraph (11) of section 3 (a) of the Securities Act of 1933, as amend 
ed, is amended by inserting the words “offered and” before the word “sold” 

Sec. 6. Subsection (b) of section 3 of the Securities Act of 1933, as amended, 
is amended by striking out “$300,000” where it appears in such subsection and 
inserting in lieu thereof “$500,000”. 

Sec. 7. Section 4 (1) of the Securities Act of 1933, as amended, is amended 
to read as follows: 

“Sec. 4. The provisions of section 5 shall not apply to any of the following 
transactions : 

“(1) Transactions by any person other than an issuer, underwriter, or dealer; 
transactions by an issuer not involving any public offering; or transactions by 
a dealer (including an underwriter no longer acting as an underwriter in respect 
of the security involved in such transaction), except transactions taking place 
prior to the expiration of forty days after the first date upon which the security 
was bona fide offered to the public by the issuer or by or through an underwriter 
and transactions in a security as to which a registration statement has been 
filed taking place prior to the expiration of forty days after the effective date 
of such registration statement or prior to the expiration of forty days after 
the first date upon which the security was bona fide offered to the public by 
the issuer or by or through an underwriter after such effective date, whichever 
is later (excluding in the computation of such forty days any time during which 
a stop order issued under section 8 is in effect as to the security), and except 
transactions as to securities constituting the whole or a part of an unsold allot- 
ment to or subscription by such dealer as a participant in the distribution of 
such securities by the issuer or by or through an underwriter.” 

Sec. 8. Section 5 of the Securities Act of 1933 is amended to read as follows: 

“(a) Unless a registration statement is in effect as to a security, it shall be 
unlawful for any person, directly or indirectly 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security 
through the use or medium of any prospectus or otherwise: or 

“(2) to carry or cause to be carried through the mails or in interstate 
commerce, by any means or instruments of transportation, any such security 
for the purpose of sale or for delivery after sale. 

“(b) It shall be unlawful for any person, directly or indirectly 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any security with respect to which a registration 
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statement has been filed under this title, unless such prospectus meets the 
requirements of section 10; or 

“(2) to carry or cause to be carried through the mails or in interstate 
commerce any such security for the purpose of sale or for delivery after 
sale, unless accompanied or preceded by a prospectus that meets the require- 
ments of subsection (a) of section 10. 

“(e) It shall be unlawful for any person, directly or indirectly, to make use 
of any means or instruments of transportation or communication in interstate 
commerce or of the mails to offer to sell or offer to buy through the use or 
medium of any prospectus or otherwise any security, unless a registration state- 
ment has been filed as to such security, or while the registration statement is 
the subject of a refusal order or stop order or (prior to the effective date of the 
registration statement) any public proceeding or examination under section 8.” 

Sec. 9. Section 10 of the Securities Act of 1933, as amended, is amended to 
read as follows: 

“(a) Except to the extent otherwise permitted or required pursuant to this 
subsection or subsections (c), (d), or (e) 

“(1) a prospectus relating to a security other than a security issued by 
a foreign government or political subdivision thereof, shall contain the in- 
formation contained in the registration statement, but it need not include 
the documents referred to in paragraphs (28) to (82), inclusive, of schedule 
A; 

“(2) a prospectus relating to a security issued by a foreign government 
or political subdivision thereof shall contain the information contained in 
the registration statement, but it need not include the documents referred 
to in paragraphs (18) and (14) of schedule B; 

“(3) notwithstanding the provisions of paragraphs (1) and (2) of this 
subsection (a) when a prospectus is used more than nine months after the 
effective date of the registration statement, the information contained 
therein shall be as of a date not more than sixteen months prior to such use, 
so far as such information is known to the user of such prospectus or can 
be furnished by such user without unreasonable effort or expense ; 

“(4) there may be omitted from any prospectus any of the information 
required under this subsection (a) which the Commission may by rules or 
regulations designate as not being necessary or appropriate in the public 
interest or for the protection of investors. 

“(b) In addition to the prospectus permitted or required in subsection (a), 
the Commission shall by rules or regulations deemed necessary or appropriate 
in the public interest or for the protection of investors permit the use of a 
prospectus for the purposes of subsection (b) (1) of section 5 which omits in 
part or summarizes information in the prospectus specified in subsection (a). 
A prospectus permitted under this subsection shall, except to the extent the 
Commission by rules or regulations deemed necessary or appropriate in the 
publie interest or for the protection of investors otherwise provides, be filed as 
part of the registration statement but shall not be deemed a part of such 
registration statement for the purposes of section 11. The Commission may at 
any time issue an order preventing or suspending the use of a prospectus per- 
mitted under this subsection (b), if it has reason to believe that such prospectus 
has not been filed (if required to be filed as part of the registration statement) 
or includes any untrue statement of a material fact or omits to state any ma- 
terial fact required to be stated therein or necessary to make the statements 
therein, in the light of the circumstances under which such prospectus is or is to 
be used, not misleading. Upon issuance of an order under this subsection, the 
Commission shall give notice of the issuance of such order and opportunity for 
hearing by personal service or the sending of confirmed telegraphic notice. The 
Commission shall vacate or modify the order at any time for good cause or if 
such prospectus has been filed or amended in accordance with such order. 

“(c) Any prospectus shall contain such other information as the Commission 
may by rules or regulations require as being necessary or appropriate in the 
public interest or for the protection of investors. 

“(d) In the exercise of its powers under subsections (a), (b), or (ec), the 
Commission shall have authority to classify prospectuses according to the nature 
and circumstances of their use or the nature of the security, issue, issuer, or 
otherwise, and, by rules and regulations and subject to such terms and conditions 
as it shall specify therein, to prescribe as to each class the form and contents 
which it may find appropriate and consistent with the public interest and the 
protection of investors. 
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“(e) The statements or information required to be included in a prospectus 
by or under authority of subsections (a), (b), (¢c), or (d), when written, shall 
be placed in a conspicuous part of the prospectus and, except as otherwise 
permitted by rules or regulations, in type as large as that used generally in the 
body of the prospectus. 

“(f) In any case where a prospectus consists of a radio or television broadcast, 
copies thereof shall be filed with the Commission under such rules and regula- 
tions as it shall prescribe. The Commission may by rules and regulations 
require the filing with it of forms and prospectuses used in connection with the 
offer or sale of securities registered under this title.” 

Sec. 10. Section 12 of the Securities Act of 1933 is amended by inserting the 
words “offers or’ before the word “sells” in clauses (1) and (2) thereof. 

Sec. 11. Section 17 (a) of the Securities Act of 1933 is amended by inserting 
the words “offer or’ before the word “sale” in the introductory clause thereof. 

Sec. 12. Section 22 (a) of the Securities Act of 1983 is amended by inserting 
the words “offer or” before the word “sale” in the second sentence thereof. 


TITLE II—AMENDMENTS TO SECURITIES EXCHANGE ACT OF 1934, AS 
AMENDED 


Sec. 201. Paragraph (d) of section 11 of the Securities Exchange Act of 1934 
is amended by striking out the words “six months” where they appear in such 
paragraph and inserting in lieu thereof the words “thirty days”. 

Sec. 202. The last sentence of paragraph (d) of section 12 of the Securities 
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Exchange Act of 1934 is hereby repealed. 
TITLE III—AMENDMENTS TO TRUST INDENTURE ACT OF 1959 


Sec. 301. (a) Paragraph (1) of section 303 of the Trust Indenture Act of 
1939 is amended by deleting the words “as heretofore amended”. 

(b) Paragraph (2) of section 303 of the Trust Indenture Act of 1939 is amend- 
ed to read as follows: 

(2) The terms ‘sale’, ‘sell’, ‘offer to sell’, ‘offer for sale’, and ‘offer’ shall in 
clude all transactions included in such terms as provided in paragraph (3) of 
section 2 of the Securities Act of 1933, except that an offer or sale of a certificate 
of interest or participation shall be deemed an offer or sale of the security or 
securities in which such certificate evidences an interest or participation if and 
only if such certificate gives the holder thereof the right to convert the same into 
such security or securities.” 

(c) Paragraph (3) of section 303 of the Trust Indenture Act of 1939 is amend- 
ed to read as follows: 

“(3) The term ‘prospectus’ shall have the meaning assigned to such term in 
paragraph (10) of section 2 of the Securities Act of 1933, except that in the case 
of securities which are not registered under the Securities Act of 1933, such 
term shall not include any communication (A) if it is proved that prior to or 
at the same time with such communication a written statement if any required 
by section 306 was sent or given to the persons to whom the communication was 
made, or (B) if such communication states from whom such statement may be 
obtained (if such statement is required by rules or regulations under paragraphs 
(1) or (2) of subsection (b) of section 306) and, in addition, does no more than 
identify the security, state the price thereof, state by whom orders will be 
executed and contain such other information as the Commission, by rules or 
regulations deemed necessary or appropriate in the public interest or for the 
protection of investors, and subject to such terms and conditions as may be 
prescribed therein, may permit.” 

(d) Paragraph (4) of section 303 of the Trust Indenture Act of 1939 is 
amended by inserting the words “offers or” before the word “sells”. 

Sec. 302. Subsection (b) of section 304 of the Trust Indenture Act of 1939 is 
amended by deleting the words “as heretofore amended”. 

Sec. 803. Subsection (c) of section 305 of the Trust Indenture Act of 1939 is 
amended to read as follows: 

“(c) A prospectus relating to any such security shall include to the extent the 
Commission may prescribe by rules and regulations as necessary and appropriate 
in the public interest or for the protection of investors, as though such inclusion 
were required by section 10 of the Securities Act of 1933, a written statement con- 
taining the analysis set forth in the registration statement, of any indenture 
-rovisions with respect to the matters specified in paragraph (2) of subsection 
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(a) of this section, together with a supplementary analysis, prepared by the 
Commission, of such provisions and of the effect thereof, if, in the opinion of the 
Commission, the inclusion of such supplementary analysis is necessary or appro- 
priate in the public interest or for the protection of investors, and the Commission 
so declares by order after notice and, if demanded by the issuer, opportunity for 
hearing thereon. Such order shall be entered prior to the effective date of regis- 
tration, except that if opportunity for hearing thereon is demanded by the issuer 
such order shall be entered within a reasonable time after such opportunity for 
hearing.” 

Sec. 304. Section 306 of the Trust Indenture Act of 1939 is amended to read 
as follows: 

“Sec. 306. (a) In the case of any security which is not registered under the 
Securities Act of 1933 and to which this subsection is applicable notwithstanding 
the provisions of section 304, unless such security has been or is to be issued under 
an indenture and an application for qualification is effective as to such indenture, 
it shall be unlawful for any person, directly or indirectly 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to sell such security 
through the use or medium of any prospectus or otherwise; or 

“(2) to carry or cause to be carried through the mails or in interstate 
commerce, by any means or instruments of transportation, any such security 
for the purpose of sale or for delivery after sale. 

“(b) In the case of any security which is not registered under the Securities 
Act of 1933, but which has been or is to be issued under an indenture as to which 
an application for qualification is effective, it shall be unlawful for any person, 
directly or indirectly— 

“(1) to make use of any means or instruments of transportation or com- 
munication in interstate commerce or of the mails to carry or transmit any 
prospectus relating to any such security, unless such prospectus, to the ex- 
tent the Commission may prescribe by rules and regulations as necessary and 
appropriate in the public interest or for the protection of investors, includes 
or is accompanied by a written statement that contains the information 
specified in subsection (c) of section 305; or 

“(2) to carry or to cause to be carried through the mails or in interstate 
commerce any such security for the purpose of sale or for delivery after sale, 
unless, to the extent the Commission may prescribe by rules and regulations 
as necessary or appropriate in the public interest or for the protection of 
investors, accompanied or preceded by a written statement that contains 
the information specified in subsection (c) of section 305. 

“(c) It shall be unlawful for any person, directly or indirectly, to make use 
of any means or instruments of transportation or communication in interstate 
commerce or of the mails to offer to sell through the use or medium of any 
prospectus or otherwise any security which is not registered under the Securities 
Act of 1933 and to which this subsection is applicable notwithstanding the provi- 
sions of section 304, unless such security has been or is to be issued under an 
indenture and an application for qualification has been filed as to such indenture, 
or while the application is the subject of a refusal order or stop order or (prior 
to qualification) any public proceeding or examination under section 307 (c).” 

Sec. 305. Section 324 of the Trust Indenture Act of 1939 is amended by deleting 
the words “issuing or selling” and inserting in lieu thereof the words “offering, 
selling, or issuing”. 


TITLE IV—AMENDMENTS TO INVESTMENT COMPANY ACT OF 1940 


Sec. 401. Section 2 (a) (30) of the Investment Company Act of 1940 is amended 
to read as follows: 

“(30) ‘Prospectus’, as used in section 22, means a written prospectus intended 
to meet the requirements of section 10 (a) of the Securities Act of 1933 and 
eurrently in use. As used elsewhere, ‘prospectus’ means a prospectus as defined 
in the Securities Act of 1933.” 

Sec. 402. Subsection (d) of section 24 of the Investment Company Act of 1940 
is amended by adding the following at the end thereof: “The exemption pro- 
vided by the third clause of section 4 (1) of the Securities Act of 1933, as 
amended, shall not apply to any transaction in a security issued by a face-amount 
certificate company or in a redeemable security issued by an open-end manage- 
ment company or unit investment trust, if any other security of the same class 
is currently being offered or sold by the issuer or by or through an underwriter 
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in a distribution which is not exempted from section 5 of said Act, except to such 
extent and subject to such terms and conditions as the Commission, having due 
regard for the public interest and the protection of investors, may prescribe by 
rules or regulations with respect to any class of persons, securities, or trans- 
actions.” 

SEc. 408. Section 24 of the Investment Company Act of 1940 is amended by 
adding at the end thereof a new subsection (e) as follows: 

“(e) (1) A registration statement under the Securities Act of 1933 relating to 
a security issued by a face-amount certificate company or a redeemable security 
issued by an open-end management company or unit investment trust may he 
amended after its effective date so as to increase the securities specified therein 
as proposed to be offered. At the time of filing such amendment there shall be 
paid to the Commission a fee, calculated in the manner specified in section 6 (b) 
of said Act, with respect to the additional securities therein proposed to be 
offered. 

“(2) The filing of such an amendment to a registration statement under the 
Securities Act of 1933 shall not be deemed to have taken place unless it is 
accompanied by a United States postal money order or a certified bank check or 
cash for the amount of the fee required under paragraph (1) of this subsection. 

(3). For the purposes of section 11 of the Securities Act of 1953, as amended, 
the effective date of the latest amendment filed pursuant to this subsection or 
otherwise shall be deemed the effective date of the registration statement with 
respect to securities sold after such amendment shall have become effective. For 
the purposes of section 13 of the Securities Act of 1933, as amended, no such 
security shall be deemed to have been bona fide offered to the public prior to the 
effective date of the latest amendment filed pursuant to this subsection. Except 
to the extent the Commission otherwise provides by rules or regulations as 
appropriate in the public interest or for the protection of investors, no prospectus 
relating to a security issued by a face-amount certificate company or a redeemable 
security issued by an open-end management company or unit investment trust 
which varies for the purposes of subsection (a) (3) of section 10 of the Securi- 
ties Act of 1933 from the latest prospectus filed as a part of the registration 
statement shall he deemed to meet the requirements of said section 10 unless filed 
as part of an amendment to the registration statement under said Act and such 
amendment has become effective.” 

Passed the Senate March 2 (legislative day, March 1), 1954. 

Attest: 

J. MARK Trice, Secretary. 

The CuarrMan. We have received several letters from the depart- 
ments of government which will be made a part of the record at this 
point. 

(The letters above referred to are as follows:) 


EXECUTIVE OFFICE OF THE PRESIDENT, 
BUREAU OF THE BUDGET, 
Washington 25, D. C., March 17, 1954. 
Hon. CHARLES A. WOLVERTON, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington 25, D. C. 

My Dear Mr. CHarRMAN: This is in reply to your letters of March 2 and 4, 
1954, requesting the views of this office with respect to H. R. 7550 and S. 2846, 
to amend certain provisions of the Securities Act of 1933, as amended, the Secu 
rities Exchange Act of 1934, as amended, the Trust Indenture Act of 1939, and 
the Investment Company Act of 1940. As originally introduced, the bills were 
identical. As passed by the Senate, S. 2846 contains certain minor amendments, 
the reasons for which are set forth in the report of the Senate committee. These 
amendments appear to be necessary or desirable and their incorporation in the 
House bill is recommended. 

This legislation is designed to simplify and clarify present law pertaining to 
the regulation and issuance of securities. In effect, it would vest discretionary 
powers in the Securities and Exchange Commission within certain well-defined 
areas. Thus it would enable that Commission to carry on its duties without 
subjecting the security dealers, underwriters, and issuers to statutory prohibi- 
tions and limitations which are more rigid than necessary for the purpose of 
protecting investors. 
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A careful examination of the several provisions of this legislation leads us 
to believe that it would provide a more practical method of adjusting Commis- 
sion procedures in accordance with adequate administrative safeguards, but 
without granting exemptions or authorizing, by statute, undue relaxation of 
requirements which protect the public from improper, misleading, or fraudulent 
offers of securities. 

It is understood that the detailed provisions of this legislation have been 
worked out with great care and that its provisions will enable the Securities 
and Exchange Commission to reach appropriate decisions concerning matters 
under its control more efficiently and with greater expedition. 

Accordingly, I am authorized to advise you that the enactment of either 
H. R. 7550 (with the incorporation of the amendments referred to above) or 
S. 2846 (in the form passed by the Senate) would be in accord with the program 
of the President. 

Sincerely yours, 
DoNALD R. BELCHER, 
Assistant Director. 


SECURITIES AND ExcHANGE CoMMISSION, 
Washington 25, D. C., March 10, 1954. 
Hon. CHARLES A. WOLVERTON, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C. 


DEAR Mr. CHAIRMAN: This is in reply to your letter of March 4, 19%, enclosing 
copies of 8S. 2846 and requesting a report thereon. 

As pointed out in my letter to you, also dated March 4, 1954, this bill (S. 2846), 
except for the Senate’s elimination of some minor technical and typographical 
errata, is a counterpart of H. R. 7550 which you (by request) introduced in the 
House of Representatives on January 27, 1954. The Commission recommends 
enactment of S. 2846 as passed by the Senate. 

For a discussion of the circumstances which led to the drafting of S. 2846 
and H. R. 7550 and for an analysis of the provisions of S. 2846, I should like to 
refer to my letter to you of January 25, 1954, which contains the Commission’s 
original recommendation for enactment of the bill, and to the Summary of Pro- 
posed Bill to Amend Securities Legislation which was enclosed with that letter. 
For your convenience, additional copies of that letter and of the summary are 
enclosed herein. 

Sincerely yours, 
RavepH H. DeEMMLER, Chairman, 

Enclosures. 


SECURITIES AND EXCHANGE COMMISSION, 
Washington 25, D. C., January 25, 1954. 
Hon. CHARLES A. WOLVERTON, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C. 

Deag Mr. CHAIRMAN: There is enclosed a draft bill proposing limited amend- 
ments to the Securities Act of 1933, the Securities Exchange Act of 1934, the 
Trust Indenture Act of 1939, and the Investment Company Act of 1940. There 
are also enclosed two memorandums which describe the nature and purpose of 
the proposed amendments and certain related documents described below. 

Shortly after I became Chairman of the Securities and Exchange Commission 
on June 17, 1953, Commissioners Rowen and Adams and I made ourselves avail- 
able to confer with you as to possible amendments to some of the statutes ad- 
ministered by the Commission. Commissioners Armstrong and Goodwin were 
sworn in on July 16, 1953, but at that time, because of the immediate pressure of 
business for the new Commissioners, together with the adjournment of the con- 
gressional session, no conference was held with you. Commissioner Adams in- 
formally inquired of Dr. Andrew Stevenson of your staff as to whether the Com- 
mission might appropriately concern itself with assisting the congressional com- 
mittees in the formulation of amendments to the acts and, in that connection, 
confer with representatives of groups in the securities industry and other citizens 
which by that time had asked the Commission for conferences regarding possible 
revision of some of its rules, regulations and forms, as well as possible statutory 
changes. On ouly 30, 1953, Commissioner Adams wrote to Dr. Stevenson asking 
your views. 
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In response to the letter of Commissioner Adams to Dr. Stevenson, you advised 
us, under date of August 21, 1958, as follows: 

“Dr. Stevenson, however, has discussed with me your thought, as well as 
your letter to him of July 30, concerning your proceeding on a consideration 
of an amendment program with the stock exchanges and others who may be in- 
terested. It seems to me that no harm, and, indeed, much good might arise 
from a continuation of the discussions which you have had with industry and 
affected persons over the years in the development of technical changes which 
might be made to the acts and which you would propose to bring to our attention 
for consideration. 

“On the other hand, you will appreciate, I am sure, that I am most zealous 
in preserving for the investing public the protection which was envisaged in the 
statutes when they were passed, both as they apply to investors in new securities 
and as they apply to purchasers on the exchanges and over-the-counter markets. 
I certainly would feel that it was unincumbent upon any agency charged with 
administering these acts on behalf of the Congress for the protection of the gen- 
eral public, to initiate or sponsor any program which would weaken such protec- 
tion, though conversely, it might well give thought to areas in which it could 
be strengthened. 

“In accordance with your suggestion, I have requested Dr. Stevenson to con- 
tinue to keep informed of your progress in this matter.” 

During a conference held in July 1953 with Senator Capehart, Chairman of 
the Senate Committee on Banking and Currency, at which Commissioners Rowen 
and Adams and I were present, he was advised that various groups wished to 
submit proposals for amendment of the statutes administered by the Commission. 
At that time I suggested that the Commission’s responsibility is to administer the 
law, not to write it, but that the Commission could fulfill a valuable function by co- 
operating with committees of the Congress and in studying legislation proposed 
by organizations or groups of citizens. At the time of our interview Senator 
Capehart referred to the continuing responsibility of the committees of the Con 
gress under section 136 of the Legislative Reorganization Act of 1946, for ap- 
praisal of the Commission’s administration of the laws subject to its jurisdiction 
and in the development of amendments or related legislation. Senator Capehart 
suggested that we might well work out a program under the guidance of Senator 
Bush, chairman of the Subcommittee on Securities, Insurance and Banking of the 
Senate Committee on Banking and Currency. 

Because of the large number of inquiries coming in from interested groups and 
individuals, on August 26, 1953 the Commission issued a press release reading in 
part as follows: 

“Industry representatives from time to time have advised the Commissioners 
that they intend to make suggestions for revision of various rules and forms of 
the Commission as well as for amendment of the laws which it admiinsters. 

“The Commission will hold itself ready to receive and discuss suggestions by 
any group of citizens with respect to its rules and forms. Similarly, if proposals 
are presented for amendment of the laws which it administers, the Commission 
will hold itself in readiness to render such assistance as the appropriate commit- 
tees of the Congress may request of it.” 

During September, October and November 1953, the Commission received nu- 
merous legislative proopsals of the American Stock Exchange, the Association of 
Stock Exchange Firms, the Investment Bankers Association, the National As- 
sociation of Investment Companies, the National Association of Securities Deal- 
ers, Inc., and the New York Stock Exchange. Considered in the aggregate the 
major proposals of these organizations related to the following subjects: 

Amendments of the Securities Act of 1933 to— 

1. Permit the making of offers, but not the making of sales, during the 
waiting period between the filing of a registration statement and its effective 
date. 

2. Reduce from 1 year to 30 days the period during which all dealers, 
whether or not participants in the initial distribution of a new issue, are re 
quired to deliver prospectuses in connection with trading transactions in the 
new issue. 

38. Permit continuous and simplified registration of shares by investment 
companies which continuously offer shares to the public and require pro- 
spectuses to be delivered in trading transactions in outstanding open-end 
investment company securities so long as securities of the same class are 
being offered to the public. 
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1. Simplify the registration and prospectus requirements for the public 
offering of high grade bonds 

5. Restore the “broker’s exemption” as provided in section 4 (2) of the act, 
os as to give relief from the popular interpretation of the opinion of the Com- 
mission in the case of Ira Haupt & Co., 23 see. 589 (1946). 

6. Exempt from registration outstanding shares of a listed stock being of- 
fered in connection with an employee stock purchase plan and to simplify 
further the registration requirements for unissued shares of a listed stock 
being so offered. 

7. Exempt from registration all securities which have been retistered un- 
der the Securities Exchange Act of 1934 and dealt in for more than 3 years on 
a registered national securities exchange, and exempt additional issues of 
such securities. 

8. Exempt from the prospectus requirements of the act brokerage trans- 
actions in listed securities when the sale is made on an agency basis and the 
agent’s compensation is disclosed to and paid bv the buyer. 

Amendments of the Securities Exchange Act of 1934 to 

9. Prohibit the extension of credit by a broker-dealer to a customer on 
a new issue of securities only if the broker-dealer sold the securities to the 
customer or purchased the securities for the customer on a solicited order, 
and on'y while the broker-dealer was engaged in the distribution of the 
securities and for 4 davs thereafter. 

10. Reduce the waiting period from 30 days to 10 days between the 
filing and effectiveness of applications for registration of additional issues 
of listed securities and remove restrictions on registration for ‘“when- 
issued” trading and with respect to securities to be issued or sold in 
connection with a reorganization under the Public Utility Holding Company 
Act or the Railroad Reorganization Act. 

11. Amend section 16 (b) to limit profits recoverable on behalf of a 
corporation from officers, directors and 10 percent stockholders in short 
swing trading in the corporation’s stock. The effect of the proposal would 
he to provide a statutory limit upon liability smaller in amount than now 
permitted by the courts in construing the statutory term “profits realized.” 

12. Require the Commission to proceed by an order rather than by a rule 
or regulation if the Commssion changes a rule of a national securities ex- 
chanve to afford the exchange the richt to a court appeal. 

Amendment of the Investment Advisers Act of 1940 to— 

13. Permit general use of the title “Investment Counsel” by persons 
revistered as investment advisers even thouch not primarily engaged in 
the rendering of investment supervisory services. 

In addition three proposals were received from persons other than the 
organizations mentioned above. A memorandum describing these proposals 
and indicating the views of the Commission is enclosed. 

Following the receipt of these suggestions and proposals, in October and 
November 1953, Senator Bush conducted a number of conferences attended by 
the Comryssion, some of which were also attended by representatives of the 
proponement organizations. These conferences have been described in memo- 
randa prepared by Mr. McMurray of the staff of the Senate Banking and 
Currency Committee, copies of which have been sent to you. Asa result of these 
conferences and other discussions held in December 1953, and January 1954, 
between representatives of the organizations named above, and of the Boston 
and Midwest Stock Exchanges and the Commission, a number of suggested 
amendments were incorporated in the draft bill prepared by our staff with 
extensive participation by members of the Commission. 

A comparison cf the bill with the proposals submitted to the Commission as 
listed above will indicate that the bill gives eff»ct in whole or in part to the 
substance of the suggestions listed in items 1, 2, 3, and 9. The Commission has 
under consideration the adoption of rules with respect to the suggestions con- 
tained in items 4, 5, and 10. 

The recommended increase of the maximum exemption under section 3 (b) 
of the act from $300,000 to $500,000 is already reflected in H. R. 404, now pend- 
ing in the House of Representatives. We believe the increase in the exemption 
would facilitate the financing of small business. PBecause of the Commission's 
Regulation A which requires the use of a processed offering circular in the sale 
of such issues, we believe the increase in the exemption would not materially 
affect the protection presently afforded investors. 


: 
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The Commission at the present time is not willing to recommend legislation 
which would embody the suggestions listed in items 6, 7, 8, and 11. The Com- 
mission feels that the suggestion listed in item 12 is unnecessary in view of 
certain court decisions. The Commission also would not recommend the sug- 
gestion listed in item 13 in view of the apparent divergence of opinion about 
it among various industry groups. The Commission’s position with respect to 
the suggestion listed in item 8 is favorable to the continuous and simplified 
registration of investment company shares. 

The National Association of Investment Companies strongly favors in respect 
of open-end investment company shares the continuous prospectus delivery 
requirement embodied in the proposed bill and, as presently advised, the Com- 
mission recommends the enactment of this provision. However, in the accom- 
panying summary of the bill, we have included an alternative which would 
leave the 1 year requirement in respect of the delivery of prospectuses in trading 
transactions just as it now is. The above recommendation is subject to the 
reservation that the alternative provision be substituted in case of the testimony 
adduced at the hearings on the bill should persuade the committee of the 
desirability of maintaining the present 1-year requirement as to the delivery 
of a prospectus for such securities. 

Therefore, after all of the negotiations and discussions outlined above, subject 
to the last mentioned point, all of the members of the Commission concur 
in respectfully recommending at this time the introduction and enactment 
of the bill. 

For your information, we are enclosing copies of communications recently 
received from the Investment Bankers Association of America, the National 
Association of Investment Companies, the National Association of Securities 
Dealers, Inc., and the New York Stock Exchange, commenting on the proposed 
bill, and also a letter of the Investment Counsel Association of America. There 
are also enclosed copies of the proposals and drafts of amendments to the acts 
submitted to the Commission by various proponent organizations. 

Should you wish any further assistance from the Commission, please call 
upon me. 

Sincerely yours, 
RALPH H. DEMMLER, Chairman. 

Enclosures. 


SUMMARY OF PrRoposen Britt To AMEND SECURITIES LEGISLATION 
GENERAL 


The amendments are designed to make limited changes in the Securities Act 
of 1933, the Securities Exchange Act of 1934, the Trust Indenture Act of 1939, 
and the Investment Company Act of 1940. The proposed amendments preserve 
existing statutory responsibilities and liabilities of sellers of securities to pur- 
chasers and the safeguards which have been established in the public interest. 
The proposals are intended to further the basic concepts and purposes of the 
statutes. 

1. Facilitating the furnishing of information to investors during “waiting period” 

A basic purpose of the Securities Act is to require that issuers and underwriters 
of securities proposed to be sold to the public furnish investors with adequate 
information concerning the securities offered. The Congress intended that this 
information would be widely disseminated to investors during the period between 
the filing of the registration statement and the time it becomes effective. Section 
S (a) of the act contemplates that ordinarily there will be a 20-day period be 
tween the original filing date and the effective date but gives the Commission 
authority to shorten the period in appropriate cases. Section 5 of the act, how 
ever, in effect prohibits offers or sales of securities during this so-called waiting 
period by making it unlawful to sell prior to the effective date of the registration 
statement. Under section 2 (3) of the act “sell” is defined to include both offers 
and sales, 

Representatives of the securities industry have repeatedly urged that dealers 
and underwriters have hesitated to disseminate information during the waiting 
period to prospective investors concerning proposed new issues because of a fear 
that such activities by them may involve the making of illegal offers. The pro- 
posed bill will permit freer discussion and communication concerning new issues 
by removing the present prohibition against offers during the waiting period. 
Written offers during this period by means of prospectuses filed with the Com 
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mission prior to use will be authorized by the bill. The bill, however, will con- 
tinue to make unlawful sales and contracts of sale before the informational 
requirements of the registration statement have been met and it has become 
effective. 

In order to accomplish this result, it is necessary to amend three sections of 
the present statute. Section 2 (3) of the act (sec. 1 of the bill) would be 
amended to define separately “offer” and “sale.” In consequence, section 5 
(a) (1) of the act (sec. 8 of the bill) will continue to make unlawful sales prior 
to the effective date of the registration statement but will not make unlawful 
offers prior to such date. Section 5 (b) (1) of the act would be amended by 
section 8 of the bill to permit written offers after the filing of a registration 
statement and before the effective date by means of a prospectus meeting the 
requirements of section 10 and filed with the Commission prior to use. A new 
section 5 (c) of the act (sec. 8 of the bill) would make unlawful offers prior to 
the filing of a registration statement. Section 10 of the act would be amended 
by section 9 of the proposed bill to authorize the use of appropriate prospectuses 
during the waiting period. The bill would authorize suspension of the use of 
any such prospectus if the Commission finds that it is deficient or that the filing 
requirements have not been met. 

The bill would authorize and encourage the wider use of red-herring pros- 
pectuses (generally containing all required information except price, under- 
writing data, and other information dependent upon price), identifying state- 
ments (the brief “screening” advertisement, contemplated by rule 132), and such 
other documents as the Commission may authorize as appropriate in the public 
interest or for the protection of investors. 

Also section 3 of the bill would amend section 2 (10) (b) of the act to give the 
Commission latitude to permit preeffective and expanded use of the “tombstone” 
advertisement. 

Under the bill, the seller will continue to be civilly liable to investors for 
the adequacy and accuracy of prospectuses employed in the offering or sale of 
securities, 

2. Use of prospectuses after the effective date of a registration statement 

Section 5 (b) of the present act requires, without any limitation in time, that 
all persons use statutory prospectuses in connection with the sale of a registered 
security. The third clause of section 4 (1) exempts dealers from the require- 
ments of section 5, subject to two exceptions. 

The effect of the first exception is that any dealer, even though only casually 
trading in the security (as distinguished from being a participant in the dis- 
tribution) must use the prospectus in connection with all transactions in the 
registered security within 1 year after the commencement of the offering. Under 
present law offerings ordinarily commence on the same day the registration 
statement becomes effective or very shortly thereafter. 

The second exception to this exemption provides, in effect, that any dealer who 
is a participant in the distribution must continue, even though the 1-year period 
has expired, to use the prospectus in connection with the disposition of his por- 
tion of the registered issue of securities being distributed. 

The effect of these provisions and of section 5 of the act, therefore, is to re- 
quire underwriters and dealers engaged in the distribution of a security to 
deliver prospectuses to investors so long as they are engaged in the distribution. 
Moreover, any dealer, even though not a participant in the distribution, must de- 
liver prospectuses to his customers for at least 1 year after the registration 
statement becomes effective. Since most issues are sold within a relatively short 
period of time after the effective date of the registration statement, the present 
1-year period is unnecessarily long. 

It has long been recognized that the 1-year period should be reduced to a 
period which gives recognition to the mechanics of securities distribution in this 
country. Section 7 of the proposed bill, therefore, amends the third clause of 
section 4 (1) of the act to reduce the 1-year period to 40 days. The proposal, 
however, maintains present law by requiring each dealer to use the prospectus 
so long as he is engaged in the distribution of the registered securities. 

8. Simplification of information requirements for prospectuses used more than 13 
months after the effective date of a registration statement 

As pointed out above an underwriter or a dealer must use the prospectus so 
long as he is engaged in the distribution of a registered issue. Occasionally, this 
period may extend beyond 13 months after the effective date of the registration 
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statement. There are also other types of offerings which extend over a consider- 
able period of time, such, for example, as those involving long-term options or 
conversion rights where the issuer at least must continue to use a prospectus 
more than 18 months after the effective date. 

Under the present act a prospectus in the form in which it appeared as a part 
of the registration statement on the effective date may be used for 13 months 
after such effective date. Section 10 (b) (1) of the act, however, requires that 
a prospectus used after expiration of such 13 months, contain information as 
of a date within 1 year of its use. By reason of paragraph (25) of schedule A 
to the act, a registration statement at the time of its filing may contain certain 
types of information, including financial statements as of a date at least 90 days 
prior to the filing date. Therefore, the original prospectus may continue to be 
used at a time when the information contained therein is as of a date as early 
as 16 months prior to its use 

As a consequence under the present statute, informational requirements for 
prospectuses used more than 13 months after the effective date of the registra 
tion statement are more restrictive than those applicable to prospectuses used in 
the 13 months immediately following the effective date of the registration state- 
ment. Under section 9 of the bill, section 10 (b) (1) of the act becomes section 
10 (a) (3) and, to eliminate the aforementioned anomaly, is changed to provide 
that where a prospectus is used more than 9 months after the effective date the 
information therein shall be as of a date within 16 months of such use. 


j. Raising eremption—facilitating financing of small business 

Section 5 of the bill would amend section 3 (b) of the Securities Act to raise 
from $300,000 to $500,000 the amount within which the Commission, subject to 
appropriate terms and conditions, may exempt public offerings of securities from 
the registration requirements of the act. The proposal will afford the Com 
mission greater flexibility to adjust requirements to the financial needs of small 
issuers. The present statutory sanctions (as implemented by rules and regula- 
tions providing for offering circulars and for Commission action by order to 
prevent violation of such regulations) relating to small offerings will be main 
tained. 


5. Extension of credit on new issues by firms that act both as broker and as 
dealer 

Section 11 (d) (1) of the Securities Exchange Act was adopted to prohibit a 
person who was both a broker and a dealer from “taking into margin accounts 
new securities in the distribution of which he participated during the preceding 
6 months.” This provision was apparently intended in part to restrain dis- 
tributors from selling new issues of securities to their brokerage customers who, 
in the period prior to 1934, had commonly been margin customers; this was to be 
accomplished by prohibiting the distributor from placing such securities in margin 
accounts. 

Another consideration that may underlie section 11 (d) (1) is suggested in 
the following testimony of an underwriter in the hearings on the bill: 

“If we sell our own underwritings to brokerage-department customers, who 
often carry securities on margin, the securities are not permanently placed, and 
we have not fulfilled our obligation to the company whose securities we have 
been paid to sell.” (Stock Exchange Practices, Hearings before Senate Com 
mittee on Banking and Currency, 73d Con., 2d ses., 1934, p. 6750.) 

In other words it is desirable, in general, that new issues should initially be 
placed with investors rather than with speculators. Section 11 (d) (1) does 
contribute to this objective. 

At present the prohibition on extension of credit continues for 6 months after 
the distribution. It is proposed in section 201 of the bill to reduce the 6-month 
period to 30 days. The Commission believes that a 30-day prohibition on exten- 
sion of credit is sufficient to insure that new issues are sold on a cash basis. 


6. “When-issued” trading 

The last two sentences of section 12 (d) of the Securities Exchange Act of 
934 deal with the subject of “when-issued” trading on the exchanges. The first 
of these two sentences provides ample authority for the regulation of such trad- 
ing under the standards of public interest and protection of investors that are 
used throughout the act. The last sentence represents an attempt to deal with 
the problem somewhat more precisely. The last sentence was apparently not 
fully considered, for where a security is a right or the subject of a right granted 
to holders of a previously registered security, when-issued trading cannot in the 
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nature of things serve “to distribute such unissued security to such holders.” 
Rather it provides a market in which such holders may sell the unissued security 
and others may acquire it. Section 202 of the proposed bill, therefore, would 
repeal the last sentence of section 12 (d) thereby permitting when-issued trading 
to be regulated under the more general provisions of the preceding sentence. 


i. The offering of institutional type of debt securities 

The Commission, in connection with proposed rule changes to provide for 
more simple prospectuses for use in the public distribution of high-grade so- 
called institutional-type debt securities, is confronted with section 305 (c) of 
the Trust Indenture Act of 1989 which requires inclusion in the prospectus 
of the analysis of particular indenture provisions singled out by section 305 (a) 
(2) of the Trust Indenture Act. This requirement seems unnecessary in the 
light of the Commission’s rule-making authority to deal with overall disclosure 
problems 

Section 303 of the proposed bill would, therefore, amend section 305 (c) of the 
Trust Indenture Act to make it formally consistent with section 10 of the Se- 
curities Act in this respect. Section 304 of the proposed bill makes a similar 
change in section 306 (b) of the Trust Indenture Act which relates to indentures 
which must be qualified under that act even though the securities to be issued 
thereunder need not be registered under the Securities Act 

This proposal, in substance, relates only to the problem of disclosure in pros- 
pectuses under the Securities Act. It does not affect the substantive provisions 
of the Trust Indenture Act which will continue to require that trust indentures 
contain the statutory provisions for protection of investors, for example, that 
there be independent indenture trustees with adequate resources and free of 
conflicting interests, who must report to security holders, and take other affirm- 
ative action to preserve investors’ riglits under indentures and to protect their 
interests in the event of default. 





8. Simplified registration procedure for investment companies 

Investment companies which engage in continuous offerings of their shares 
as a matter of practice file new registration statements under the Securities 
Act of 1933 about once each year in order to have registered shares available. 
Section 6 of the Securities Act provides that securities may be registered by 
filing a registration statement but does not provide for registering additional 
securities by amendment. Section 403 of the proposed bill would amend section 
24 of the Investment Company Act by adding thereto a new subsection (e) 
which will permit such investment companies periodically to increase the num- 
ber of shares registered under the Securities Act by amending their existing 
registration statements rather than by filing new registration statements. Para- 
graph (3) of this new subsection (e) will require that current information will 
be made a part of the registration statement at appropriate intervals and will 
be furnished to investors. This paragraph (3) also contains appropriate refer- 
ences to sections 10, 11, and 13 of the Securities Act so that there will be no 
departure from either the disclosure standards or the liabilities imposed upon 
sellers. 

In view of the above-mentioned practice of continuous offering of securities 
by certain types of investment companies, particularly those commonly referred 
to as mutual funds, a proposed amendment to the Investment Company Act would 
provide for mandatory use of prospectuses by dealers over a longer period than 
would be required under section 4 (1) of the Securities Act as modified by 
section 7 of the bill. This provision appears in section 402 of the proposed bill 
which amends section 24 (d) of the Investment Company Act of 1940 by adding 
a further exclusion to those already contained in that subsection. Section 402 
of the bill would require, in effect, that in the case of face-amount certificate 
companies, unit investment trusts, and open-end management companies (i. e., 
mutual funds) all dealers, whether or not participating in the distribution, use 
the prospectus so long as the registered security is being offered. 

Under existing law, a dealer who is not a participant in the distribution 
need not use a prospectus in connection with a transaction in a security after 
the expiration of 1 year from the first date on which the security was bona fide 
offered to the public, which, in most cases, means approximately 1 year after 
the effective date of the registration statement. Section 402 of the proposed 
bill would change this requirement by providing that a dealer must use the 
prospectus as long as the issuer is offering any securities of the same class as 
the security which is the subject matter of the dealer's transaction. 
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It is asserted that the continuous offering practices of these investment 
companies justify a requirement that all dealers be compelled to use the statu 
tory prospectus so long as shares of the same class are being offered. On 
the other hand, it is argued that this would have the effect of preventing dealers, 
who are not distributors, from effecting transactions in outstanding investment 
company securities unless they are able to get prospectuses from the issuer o1 
an underwriter and able to get them in time and unconditionally, and that the 
rule-making power to be conferred by section 402 of the bill would be inadequate 
to deal with the problem. 

In view of the nature of the problem and the difference in views thereon, there 
is set forth an alternative version of section 402 which would retain existing 
prospectus requirements applicable to dealers trading in the outstanding securi 
ties of investment companies which are engaged in continuous offerings : 


“Sec, 402. Subsection (d) of section 24 of the Investment Company Act of 
1940 is amended by adding the following at the end thereof: ‘The exemptior 
provided by the third clause of section 4 (1) of the Securities Act of 1933, 
amended, shall not apply to any transaction in a security issued by a face 
amount certificate Company or in a redeemable security issued by an ope 
end management company or unit investment trust, within one year after 
a registration statement or amendment filed pursuant to subsection (e) of this 
section 24 has become effective with respect to such security if any other security 


of the same class is currently being offered or sold by the issuer or by or throuch 
an underwriter in a distribution which is not exempted from section 5 of said 
Act, except to such extent and subject to such terms and conditions as the 
Commission, having due regard for the public interest and the protection of 
investors, may prescribe by rules or regulations with respect to any class of 
persons, securities, or transactions.’ ”’ 


STATEMENTS OF RALPH H. DEMMLER, CHAIRMAN, PAUL R. ROWEN, 
MEMBER, CLARENCE H. ADAMS, MEMBER, J. SINCLAIR ARM- 
STRONG, MEMBER, AND A. J. GOODWIN, JR., MEMBER, SECURITIES 
AND EXCHANGE COMMISSION 


The Cuatrman. The first witness will be Ralph H. Demmler, Chair 
man of the Securities and Exchange Commission. Mr. Demmler, 
you may proceed. 

Commissioner DemMuer. Mr. Chairman and members of the com- 
mittee, Iam Ralph H. Demmler, of Pennsylvania, Chairman of the 
Securities and Exchange Commission, and appear before you on behalf 
of the Commission in H. R. 7550 and S. 2846, which has been passed 
by the Senate. 

With me are my fellow Commissioners, Paul R. Rowen, of Massa 
chusetts; Clarence H. Adams, of Connecticut: J. Sinclair Armstrong, 
of Illinois; and A. Jackson Goodwin, Jr., of Alabama. 

In addition there are present here as part of what might be called 
the Commission’s delegation a number of members of the staff of 
the Commission, including its executive adviser, Balwin B. Bane: the 
Director of the Division of Corporation Finance, Byron D. Woodside; 
Manuel F. Cohen, of the staff: Gerald J. O'Leary, Assistant Director 
of the Division of Corporation Finance; Robert Hone, of the Divi 
sion of Corporation Finance; Arden L. Andresen, of the Genera! 
Counsel’s office; there may be others whose names I have omitted 
to mention, but who have worked manfully in the work that this Com 
mission and its staff has done in the preparation of the bill. 

Now, Mr. Chairman, I have a statement prepared which would 
probably take as much as an hour to read. With that statement are 
several identifying statements which are referred to in the state 
ment, and I would suggest, however, that this statement be put into 
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the record and that I confine my oral presentation to a prepared 
summary which I think can be easily presented within 15 or 20 
minutes, 

The CHatrman. Well, that is highly preferable, because we have 
a great Many witnesses present today in connection with this matter 
and time is, therefore, of the essence. If you will do what you have 
suggested you will do, you are in complete conformity with the rules 
of this committee, which too often are not observed; that is, that 
the witness is expected to put in a full statement, which is made 
a part of the record in its entirety, and then he is to give a summary 
of that statement, which will take much less time than the reading 
of the complete statement. 

So that when you make the suggestion to put your statement in 
full, and give us a summary of it, you are doing something which is 
highly pleasing to the committee. 

Commissioner DemMLER. Very well, sir. 

The purpose of the bill as explained in my letter of January 25 
to Chairman Wolverton is to effect limited amendments, principally 
technical, to the Securities Act of 1933, the Securities Exchange Act 
of 1934, the Trust Indenture Act of 1939, and the Investment Com- 
pany Act of 1940. All members of the Commission concurred in 
that letter to Chairman Wolverton. 

The Commission has every desire to see the basic philosophy and 
purposes of the acts held intact. The Commission believes that the 
proposed amendments will not change the existing responsibilities 
of the sellers of securities to the public. 

The goed result produced by the Securities Act has come in great 
measure from the fact that the issuer and the underwriter must come 
forward and make a public statement concerning the issuer’s business, 
its finances, its securities and the proposed offering—and all of this 
under stern statutory liabilities, both penal and civil. 

This requirement of disclosure is itself a substantial deterrent to 
transactions which would not stand the light of day. The imposition 
of liability for inaccurate and incomplete information and the ad- 
ministrative processing by the Commission of material filed with it 
have improved corporate morality, accounting standards and stand- 
ards relating to business information generally. 

We believe that the adoption of these amendments will serve to 
make more effective the application of the fundamental principle 
that distribution of securities in interstate commerce be conditioned 
upon fair and adequate disclosure. 

These amendments in no way curtail the duty to disclose or the 
liability for nonconformity to the disclosure requirements, nor is 
there any decrease in the administrative powers of the Commission. 


SECURITIES ACT OF 1939 


THE SECTION 5 PROBLEM AND RELATED MATTERS 


The most important change involves section 5 of the Securities 
Act of 1933. Many of the other amendments are necessary to accom- 
modate other sections of the Securities Act to the amendment of 
section 5. 

The change in section 5 and the related changes mentioned above 
have to do principally with the mechanics of the distribution of 
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securities. These changes must be considered against the background 
of the present act and practices thereunder. 

The Securities Act presently makes unlawful the offer or sale of 
a security to the public by mail or instrumentality of interstate com 
merce, such as the interstate telephone, until a registration statement 
with respect to the se urity has been filed with the Commission and 
becomes effective. 

Oral offers prior to effectiveness are not made unlawful by the 
Securities Act of 1933, that is, oral offers within the State. The 
period between the filing date of a registration statement and the 
effective date averages about 20 days. The seller of a security must 
deliver to the purchaser a prospectus containing a summary of the 
information in the registration statement. 

It is clear from the legislative history of the act that the Con- 
gress intended that by dissemination of information during the wait- 
ing period the public would become informed of the essential facts 
relating to a proposed issue before the effective date of the registra- 
tion statement. 

The securities industry has contended for many years that, in 
practice, the free flow of information concerning a new issue during 
the waiting period has been restricted because of the fear of under- 
writers and dealers that their communications to prospective cus- 
tomers might be construed to be illegal “offers” of a security before 
the effective date of the registration statement. 

This fear springs from the criminal penalties provided for violation 
of the statute and also from the fact that a violation of section 5, based 
on a strict construction of the term “offer,” might give the purchaser a 
right of rescission for 1 year under section 12 (1) of the statute. 

"The Commission has recognized that the distinction between “dis- 
semination of information” and an “offer” is difficult to draw and still 
more difficult for a customer to appreciate. ‘The Commission has been 
concerned through the years because the objective of a widespread dis- 
semination of information during the waiting period has not been 
more effectively achieved. 

Accordingly, the Commission has taken administrative actions 
designed to encourage issuers and underwriters to make it possible for 
dealers and prospective investors to become familiar during the wait- 
ing period with the information which the statute intended they 
should have. 

From the earliest days of the Commission’s administration of the 
Securities Act, preeffective summaries of information as filed have 
been permitted. 

In 1946, the Commission adopted a rule (rule 131) which provides 
that distribution of a preliminary prospectus before the effective date 
of a registration statement shall not in itself constitute an “offer.” 
This preliminary prospectus, usually filed as part of the registration 
statement, is popularly called the “red herring” prospectus, because 
a legend is printed in red on each page stating that it is not an offer 
to sell or the solicitation of an offer to buy and that it is preliminary, 
not final. A typical “red herring” legend reads as follows: 

A registration statement relating to the securities referred to herein has been 
filed with the Securities and Exchange Commission, but has not yet become 
effective. Information contained herein is for informative purposes only and 
is subject to correction and change without notice. Under no circumstances is 
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it to be considered a prospectus, or as an offer to sell, or the solicitation of an 
offer to buy the securities referred to herein. No offer to buy or sell any such 
securities should be made, and no order to purchase the securities herein referred 
to will be accepted unless and until a registration statement under the Federal 
Securities Act of 1933 relating to the securities herein referred to has become 
effective. 

Since adoption of rule 131 the Commission’s action in accelerating 
the effective date of a registration statement has been conditioned 
upon a showing that there had been an adequate and timely distribu- 
tion of the red herring to dealers who were expected to participate in 
the sale of the security to the public. 

This rule and administrative policy have achieved in part the orig- 
inal statutory objective. Since that time, as a matter of practice, 
underwriters and dealers who expect to participate in the distribu- 
tion of a new security receive information concerning the new issue 
by means of a red-herring prospectus, in advance of the effective 
late. 

The red-herring prospectus, however, does not lend itself to distri- 
bution to the public generally for the purpose of preliminary screen- 
ing of prospec sive customers. It frequently cannot be sec ‘ured in sufli- 

cient quantity in various parts of the country in time to permit its 

general use as a means to disseminate information or as a means by 
which underwriters and dealers may determine public interest in a 
forthcoming issue. 

In 1952, the Commission took another administrative step designed 
to assist dealers to communicate with customers for the purpose of 
determining who might be interested in receiving the prospectus con- 
cerning a new issue. A rule (rule 132) was adopted which provides 
for a short notice of proposed public offering called an “identifying 
statement” containing prescribed minimal general information con- 
cerning a new issue. 

This rule likewise provides that the use of the identifying state- 
ment shall not constitute an “offer” of a security for purposes of section 
5. An issuer is required to file the identifying statement with its 
registration statement and the Commission conditions its action in 
making the statement effective upon a showing that copies of the 
identifying statement have been made available to dealers and 
underwriters. 

I have copies of identifying statements here which I would be glad 
to pass up to the committee for its consideration and the committee 
may determine whether it wishes to place one or more of these in the 
record. 

Underwriters and dealers have objected that rule 132 does not per- 
init the inclusion in the identifying statement of sufficient informa- 
tion to stimulate inquiries by investors for copies of the prospectus. 
They contend that the identifving statement fails in its purpose unless 
it contains more of a summary of the registration statement, includ- 
ing a summary of certain financial information. 

These rules and policies—that is, the rule concerning the use of 
the “red herring” prospectus and the use of the identifying statement, 
and the policy requiring the use of these documents—are consistent 
with the act. However, in view of the precise and sweeping pro- 
hibitions of section 5, in view of the difficulty in distinguishing be- 
tween the dissemination of information and the m: aking | of an offer, 
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and in view of the difficulty of explaining that the use of a red herring 
prospectus is not an offer of the securities, even though the text of 
the red herring contains words which offer the securities, we believe 
ihat the statute should be revised to support expressly the practices 
which the Commission permits and indeed requires the industry to 
follow. 

As I mentioned before, section 5 of the present act prohibits the 
sale of securities before the effective date of a registration statement 
and the term “sale” is defined in section 2 (3) of the act to include 
an offer. Basically, the amendment would permit written offers to 
sell and solicitations of offers to buy during the waiting period by 
meaans of a preliminary prospectus filed with the Commission prior 
to its use. 

As already noted, the use of the telephone for the making of oral 
offers intrastate is not prohibited by present law. Under the amend- 
ment there would be no prohibition against such offers either inter- 
state or intrastate. The present prohibition against the making of 
an actual sale or contract of sale of a security prior to the effective 
date of a registration statement is not affected by the amendme mt. 

The Commission believes that issuers, underwriters, and dealers 
should find no difficulty in regulating their conduct during the waiting 
period so as not to make contracts of sale before the registration state- 
ment becomes effective. This might be done by conditioning offers, 
limiting activity to solicitation of offers to buy or by other means 
which kee »p the transaction short of a sale or contract of sale. 

I think it must be apparent from what I have just said that the 
amendment does not work any fundamental change; in fact, it may 
fairly be said to give more specific authority for the continuance of 
practices which have developed over the years under the present law, 
and to make those practices specifically subject to the sanctions pro 
vided by the act. 

In order to ace omplish these objectives, it is necess: ry to redefine the 
term “sale” in section 2 (8) and to amend sections 5 and 10 of the 
present statute. As I have indicated previously, the term “sale” as 
presently defined includes an offer as well as : Section 1 of the 
bill defines these terms separately. 

Section 5 (a) (1) of the act continues to make unlawful the “sale” 
of a security prior to the effec tive di ite of a registration statement. The 
change in the definition of “sale” in section 2 (3), however, has the 
effect of eliminating the present prohibition against the making of an 
offer to sell or the soliciting of an offer to buy prior to the effective date. 

No change is made in the present provisions of section 5 (a) (2) 
which prohibit the transmission of a security through the mails for 
purposes of sale or delivery after sale unless a registration statement 
is in effect. 

The redefinition of “sale” to exclude offers, together with the pro- 
posed revision of section 10 of the act (contents of prospectuses), will 
change the effect of section 5 (b) (1) of the act to permit the making 
of offers duri ing the waiting period by means of prospectuses contain- 
ing summary information as well as by means of the red-herring 
prospectus. 

The present provisions of section 5 (b) (2) which require delivery 
of a complete prospectus in connection with a sale or delivery after 
sale are retained. 
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These changes make necessary a new section 5 (c) which makes it 
unlawful to offer a security prior to the filing of a registration state- 
ment. 

A conforming change in section 10 is made so as to authorize the 
Commission to permit the use of a summary prospectus in addition 
to the conventional prospectus. This short-form summary prospectus 
will be filed with the Commission, as part of the registration statement, 
and must conform to the Commission’s rules and regulations. In order 
to prevent the use of a summary prospectus which fails to meet the 
Commission’s requirements, the Commission will be authorized to 
suspend the use of a defective summary prospectus. 

This administrative remedy, which is intended to supplement the 
stop-order powers of the Commission under section 8, is considered 
assential because of the necessity for speedy action to prevent the use 
of a defective summary prospectus during the relatively short waiting 
period. 

Since, however, the summary prospectus will involve condensation 
or summarization of the full prospectus and since that process neces- 
sarily involves omission, the Commission believes, and the bill pro- 
vides, that preliminary and summary prospectuses authorized by this 
section should not be subject to section 11 which imposes liabilities 
upon the issuer, its officers, directors, and underwriters for misstate- 
ments and omissions. 

This will not lighten the existing burden of liability because the 
red-herring prospectuses now permitted are not subject, as such, to 
section 11 liabilities. We believe that the administrative sanctions 
of section 8 and the suspension power, coupled with the liabilities of 
sections 12 and 17 (which provide for civil liabilities and criminal 
penalties against sellers), can be relied upon to guard against the 
use of defective summary prospectuses. 

I might mention, parenthetically, at this point one further change 
of substance in section 10, although it is not directly related to the 
section 5 problem. Section 10 (a) provides that a prospectus shall 
contain the information contained in a registration statement and 
that when a prospectus is used more than 13 months after the ef- 
fective date of the registration statement, the information in such 
prospectus shall be as of a date not more than 1 year prior to its use. 

The effect of these provisions has been to require more current dis- 
closure for prospectuses employed after the expiration of the first 13 
months of an offering than is required during the first 13 months. This 
arises from the fact that some of the information in the registration 
statement at the time it becomes effective may be as of a date, in some 
instances, as much as 6 months prior to the filing. The requirement 
that the information in the later prospectus be as of a date within 1 
year of its use has presented something of a problem in many in- 
stances because it required the preparation of interim certified 
financial statements—an expensive process. 

The proposed section 9 of the bill provides that when a prospectus 
is used more than 9 months after the effective date, the information 
in the prospectus shall be as of a date not more than 16 months prior 
to such use. It is felt that the amendment provides less discrimina- 
tion between offers of short duration and those of long duration, with- 
out diminishing the quantity or quality of information supplied in- 
vestors. 
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Returning to the section 5 problem, the Commission believes that 
the civil and penal liabilities imposed by the statute should remain 
unchanged. Section 12 of the present statute provides that a pur 
chaser of a security m: iy recover from the seller who violates section 
5 or who sells a secur ity by means of misrepresentations or conceal 
ment in a prospectus or oral communication. 

Since the terms “sell” and “sale” have been redefined, the amend 
ment to section 12 (sec. 10 of the bill) inserts the words “offers or” 
before the words “sells” in clauses 1 xnd 2 of the section so as to pre- 
serve the effect of the present law by not excluding the newly per 
missible preeffective offers from liabilities under section 12. For 
similar reasons, and to preserve e Xistine sanctions, corre spondi g 


changes are made in sections 17 and 22 (secs. 11 and 12 of the bill). 

I might add that, to the extent the media of information which are 
permitted by the bill are more widely disseminated, it is our view 
that a larger segment of the investing public generally, and the 
smaller dealers, will have a greater opportnuity to participate in the 
processes of capital formation. 


MODIFICATION OF THE 1-YEAR PROSPECTUS REQUIREMENT IN TRADING TRANSACTIONS 


A second amendment to the Securities Act, also relating primarily 
to the mechanics of distribution, involves a change in section 4 (1) 
of the act. Section 4 (1) requires dealers to deliver a prospectus in 
the sale of registered securities during the entire period, regardless of 
how long, in which they are engaged in the distribution of such 
securities. ‘The proposed bill would not affect this requirement. 

The section further provides that all dealers, whether or not par 
ticipating in a distribution of a registered security, must deliver a 
prospectus in transactions in such securities for a period of 1 year 
after the commencement of a public offering even though the distribu 
tion of the securities has been completed prior to the expiration of the 
l-year period. 

The selection of the 1-year period by the framers of the statute 
apparently was based upon an assumption that, generally speaking, 
the distribution of most public offerings would have been completed 
within that period. 

In pr: actice, the distribution of most issues is completed within a 
relatively short period of time after the effective date of the registra 
tion statement. In cases in which the distribution has been hmeelatied’ 
within a relatively short time, dealers trading in a security publicly 
offered within 1 year, particularly those who have not participated in 
the distribution, have found it difficult, and in many instances impos 
sible, to comply with the requirement that they deliver prospectuses 
during the prese ‘ribed 1-year period. 

The Commision believes that the 1-year period is unnecesarily long 
and unrealistic and that it ean, without prejudice to the public in- 


terest, be shortened from 1 year to 40 days as provided in section 7 


of the bill. 
ENCREASE OF EXEMPTION FROM $300,000 TO $500,000 


Section 3 of the Securities Act describes various types of securities 
which are exempted from the registration provisions of the act and 
from liability under section 11. Subsection (b) of this section pro 
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vides that the Commission may by rule and regulation, and subject 
to such terms and conditions as may be prescribed, add any class of 
securities to those exempted by section 3 where the aggregate amount 
gt which an issue of such securities is offered to the public does not 
exceed, $300,000. 

When the statute was enacted in 19338, the figure specified in this 
subsection was $100,000. This amount was increased to the present 
figure by an amendment in 1945. In the early part of 1953 a bill 
was introduced in the House of Representatives to increase this 
amount to $500,000. 

The basic purpose of the exemption is to make the capital market 
more readily available to small business, and at less expense. 

The Commission has adopted various regulations governing the sale 
of securities within the prescribed limits. The most important of 
these is the general exemption provided by regulation A. 

In brief, regulation A prescribes the conditions under which the 
exemption is available and requires the use of an offering circular 
containing prese ‘ribed minimum disclosures. The regulation further 
provides that the Commission may suspend the exemption by order, 
after a hearing, upon the showing of a violation of the regulation. 
The requirements of the regulation can be met by filing with a regional 
oftice of the Commission a simple notification and copies of the offering 
literature. The entire procedure provides a method, less expensive 
and time-consuming, than registration, by which issuers seeking rela- 
tively small amounts of money may sell their securities in interstate 
commerce without complying with the registration requirements of 
theact. The regulation, within the practical limitations of the amount 
involved, provide ’s for disclosure and disciplinary checks and suspen- 
sion power so as to assure that issues offered under the regulation are 
offered under conditions which furnish practical protections against 
fraud. 

The Commission has had a number of years of experience under 
regulation A, although less than a year under the regulation in its 
present form. On the basis of its experience under this regulation, 
and of the limited but practical safeguards which it provides, and the 
basic purpose of the exemption, the Commission believes on balance 
that the increase to $500,000 in the permissible amount of the exemp- 
tion, as proposed in section 6 of the bill, is reasonable. 


FORMAL AMENDMENTS TO TRUST INDENTURE ACT OF 1939 


Next, the bill provides for the amendment of the Trust Indenture 
Act of 1939, which is title ITI of the Securities Act, to accomplish two 
purposes: First, some of the proposed amendments to the Securities 
Act would require conforming amendments in the 1939 act; second, 
the Commission is proposing an amendment to the latex | act which it 
believes will permit the Commission greater flexibility in prescribing 
formal requirements for prospectuses under section 10 of the Securi- 
ties Act. 

The Trust Indenture Act provides that a summary of certain speci- 
fied provisions of the trust indenture must be included in a registration 
statement and prospectus. The Commission, under section ‘10 of the 
Securities Act, is authorized to prescribe the form and content of 
prospectuses. The provisions of the Trust Indenture Act, in requir- 
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ing the inclusion of such summaries of indenture provisions, may have 
the effect of restricting exercise of the Commission’s power to provide 
for shorter and more concise prospectuses. 

The Commission has in mind particulary a simplified registration 
statement and prospectus for high-grade debt issues. To permit 
accomplishment of this objective, section 303 of the bill provides that 
the Commission be authorized to prescribe by rule and regulation the 
extent to which summaries of indenture provisions must be contained 
in prospectuses. 

The amendment provides no change in the substantive requirements 
of indentures or in the necessity of qualifying indentures with the 
Commission. 

SECURITIES EXCHANGE ACT OF 1934 


EXTENSION OF CREDIT ON NEW ISSUES BY FIRMS THAT ACT BOTH AS BROKER AND 
AS DEALER 


Section 11 (d) (1) of the Securities Exchange Act prohibits a 
person who is both a broker and a dealer from “taking into margin 
accounts new securities in the distribution of which he participated 
during the preceding 6 months.” This provision is intended to restrain 
distributors from selling new issues of securities to their brokerage 
customers who are margin customers. It operates to prevent dealers 
from exetnding credit as an aid to selling new issues. 

At present the prohibition on extension of credit continues for 6 
months after the distribution. It is proposed in section 201 of the bill 
to reduce the 6-month period to 30 days. The Commission believes 
that terminating the prohibition on extension of credit 30 days after 
completion of the distribution is sufficient to insure that new issues 
are sold on a cash basis. 


WHEN-ISSUED TRADING 


The last two sentences of section 12 (d) of the Securities Exchange 
Act of 1934 deal with when-issued trading on the exchanges. The 
first of these two sentences provide ample authority for the regulation 
of such trading under the standards of public interest and protection 
of investors. The last sentence represents an attempt to limit the 
authority thereinabove granted. It states: 

Such rules and regulations shall limit the registration of an unissued security 
to cases where such security is a right or the subject of a right to subscribe 
or otherwise acquire such security granted to holders of a previously registered 
security and where the primary purpose of such registration is to distribute 
such unissued security to such holders. 

Now where a security is a right or the subject of a right granted 
to holders of a previously registered security, when-issued trading 
cannot in the nature of things serve “to distribute such unissued 
security to such holders,” for holders of the previously registered 
security will get the new security directly from the issuer, whether 
there is any when-issued trading or not. The purpose of when-issued 
trading is necessarily to provide a market in which the holders of the 
previously registered security may sell the unissued security and 
others may acquire it. Section 202 of the proposed bill, therefore, 
would repeal the last sentence of section 12 (d) thereby permitting 
when-issued trading to be regulated under the more general provisions 
of the preceding sentence. 
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The Commission believes that its current regulations with respect 
to when-issued trading, plus the overall rulemaking authority, now 
provided by section 12 (d), afford adequate means for dealing with 
any problem which might arise in this area. 


INVESTMENT COMPANY ACT OF 1940 


DEFINITION OF PROSPECTUS 


Section 401 of the bill amends section 2 (a) (30) of the Investment 
Company Act of 1940 so that the term “prospectus” therein will retain 
its present meaning in the light of changes being made in sections 5 
(b) and 10 of the Securities Act of 1933 


FURNISHING OF A PROSPECTUS FOR CERTAIN INVESTMENT COMPANY SECURITIES 


Section 402 of the bill deals with the problem of the period during 
which prospectuses must be furnished in connection with the offer of 
certain investment company securities. You will recall that we pre- 
viously discussed the same problem in respect of securities generally. 

Section 402 would amend section 24 (d) of the Investment Com- 
pany Act of 1940 to require, in effect, that all dealers in the securities 
of face-amount certificate companies, unit investment trusts, and open- 
end management companies must use the prospectus so long as any 
security of the same class as the registered security is being offered, 
whether or not such dealer is participating in the distribution. 

In view of the continuous offerings of addition shares by such types 
of investment companies selling group dealers must use a prospectus 
continuously and the 1-year period or 40-day period ote in 
section 4 (1) of the Securities Act, in its present form or as amended) 
never expires. 

Furthermore, under the present 1933 Act, the 1-year period for the 
use of a prospectus by independent dealers (not members of the sell- 
ing group) is as a practical matter constantly being renewed by reason 
of the prevailing practice of most such companies to file new registra- 
tion statements about once a year. If the 1-year period were reduced, 
independent dealers engaged in making a market for such shares would 
be subject to the prospectus requirements for only 40 days of the 
year. At other times a public investor would thus receive the pro- 
spectus contemplated by the statute if he purchased such investment 
company securities from a selling group member but not if he pur- 
chased from an independent dealer. 

It is recognized that this situation was apparently not contemplated 
by the drafters of section 4 (1) of the 1933 act because the distribution 
of securities by such investment company issuers can never be re- 

garded as completed. The use of a prospectus by dealers for 1 ye 
aioe registration, as prese ntly required by section 4 (1) of the So. 
curities Act, provides an inc omple te solution at best and, acc ordingly, 
the amendment provides for use of the prospectus by dealers so long 
as any securities of the same class are being offered. 

It is argued that dealers who are not members of the selling group 
will be discriminated against if they are unable to obtain propectuses 
from the issuer or an underwriter in time to meet such prospectus 
requirements. 
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This discrimination can doubtless be mitigated through the exercise 
of the rulemaking powers contained in the proposed amendment. 
However, in view of the nature of the problem and the different views 
expressed, an alternative draft of this provision has been submitted to 
Chairman Wolverton, which, in effect, preserves the 1-year period of 
the present act as applied to such issues, coupled with such rulemaking 
powers. The alternative section provides as follows: 

Sec. 402. Subsection (d) of section 24 of the Investment Company Act of 1940 
is amended by adding the following at the end thereof: “The exemption pro 
vided by the third clause of section 4 (1) of the Securities Act of 1933, a 
amended, shall not apply to any transaction in a security issued by a fac 


amount certificate company or in a redeemable security issued by an open-end 
Inanagement company or unit investment trust, within 1 year after a registra 
tion statement or amendment filed pursuant to subsection (e) of this section 24 
has become effective with respect to such security if any other security of the 


same Class is currently being offered or sold by the issuer or by or through a 


underwriter in a distribution which is not exempted from section 5 of said 
act, except to such extent and subject to such terms and conditions as the Com 
mission, having due regard for the public interest and the protection of inves 


tors, ay prescribe by rules or regulations with respect to any class of persons, 
securities, or transactions.” 


CONTINUOUS RI ISTRATI Ol IN STMEN COMPA. SECT ITLES 


[by reason of the provisions of the last sentence of section 6 (a) of 
the Securities Act of 1933 which restricts the securities that may be 
covered by a registration statement to those “proposed to be offered,” 
the Commission has taken the view that a registration statement may 
cover only such shares as may be offered “in the proximate future” and 
that additional shares of the same issue may be re 
filing of a new registration statement (see rule 4 
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istered only by the 
3). Inthe case of 
issuers making continuous offerings, particularly the investment com 
panies commonly referred to as “mutual funds,” it has become custo 
mary for them to file new registration statements annually so as to 
have registered shares always available. 

The necessity for estimating a sufficient number of shares to be so 
registered has occasionally resulted in the payment of excess filing 
fees because all the shares registered were not actually sold during 
the annual period. Furthermore, the preparation and filing of a new 
registration statement involves additional work and expense as cor 
trasted with the filing of a posteffective amendment. 

Section 403 of the bill adds a new subsection (e) to section 24 of the 
Investment Company Act of 1940 (which relates to registration under 
the Securities Act of the securities of investment companies) which 
will afford to investment companies making continuous offerings the 
right to register additional shares of the same class by filing an appro 
priate amendment to the latest effective registration statement under 
the Securities Act of 1933. This procedure is an alternative to the 
filing of a new registration statement, at the option of the issuer. 

The amendment also specifies the payment of an additional filing 
fee upon such new shares a condition to such filing, requires the 
filing of prospectuses at appropriate intervals by amendment to the 
registration statements of such issuers, preserves section 11 liabilities 
with respect to such amendments, and extends the statute of limitations 
provided in section 13 so as to date the commencement of the offering 
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from the latest amendment. In effect, this provision recognizes the 
special registration problems presented by investment companies 
engaged in making continuous offerings by providing machinery for 
the continuous registration of their shares without ‘sacrifice of dis- 
closure standards or liabilities to investors. 

All of the commissioners, as well as many members of the staff, have 
been active in many discussions both with respect to policy and drafts- 
manship. Commissioner J. Sinclair Armstrong, in the allocation of 
responsibilities among commissioners, has concerned himself in more 
detail than the rest of us with the actual problems of draftsmanship. 
He is prepared at this time or later to submit a more detailed section- 
by-section an: ilysis of the bill. 

I will be happy to answer any further questions which any of the 
committee may have, but in view of the technic al nature of the subject 
matter I may occasionally call on one of the other Commissioners or 
a member of the staff. 


BRIEF STATEMENT OF THE CHAIRMAN OF THE SECURITIES AND EXCHANGE 
COMMISSION 


The most important change proposed in the bill involves section 5 
of the Securities Act of 1933 and relates principally, to the mechanics 
of the distribution of securities. Many of the other amendments are 
necessary to accommodate other sections of the securities acts to the 
amendment of section 5. 

We believe that the adoption of these amendments will serve to make 
more effective the application of the fundamental principle that dis- 
tribution of securities in interstate commerce be conditioned upon fair 
and adequate disclosure. 

These amendments in no way curtail the duty to disclose or the 
liability for nonconformity to the disclosure requirements, nor is there 
any decrease in the administrative powers of the Commission. 


SECURITIES ACT OF 1933 


THE SECTION 5 PROBLEM-—DISSEMINATING INFORMATION DULING THE WAITING PERIOD 


A basic purpose of the Securities Act is to provide investors with 
adequate information concerning securities publicly offered. The 
Congress intended that this information would be disseminated duri ‘ing 
the period between the filing of a registration statement and the time 
it becomes effective. The statute, however, makes it unlawful to offer 
or sell securities during this waiting period. 

Rules and policies of the Commission, designed to encourage issuers 
and underwriters to make it possible for dealers and prospective 
investors to become familiar during the waiting period with the infor- 
mation which the statute intended they should have, have achieved 
only in part the statutory objective. The proposed amendment would 
remove the difficult concept, inherent in present practice, that it is 
permissible (and indeed obligatory under the Commission’s rules) 
for an underwriter during the waiting period to disseminate informa- 
tion but illegal to sell or to solicit offers to buy. This has long been 
recognized as a legalistic distinction not understood by the public. 
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The amendment is designed to encourage freer communication and 
wider dissemination of information in the waiting period and would 
permit written offers during the waiting period by means of a pro- 
spectus filed with the Commission prior to its use. The use of the 
telephone for the making of oral offers intrastate is not prohibited by 
present law. Under the amendment there would be no prohibition 
against such offers either interstate or intrastate. The amendment 
would continue to make unlawful sales, contracts to sell, and contracts 
of sale before the registration statement becomes effective. 


USE OF PROSPECTUSES AFTER THE EFFECTIVE DATE OF A REGISTRATION 
STATEMENT 


Existing law requires underwriters and dealers to deliver prospec 
tuses to investors as long as they are engaged in the initial distribution 
of a security. Moreover, any dealer, even though not a participant 
in the distribution, must deliver prospectuses to his customers in 
trading transactions—that is the transactions in which the dealer 
himself buys or sells the security for at least 1 year after the com 
mencement of an offering. 

The proposed amendment provides for delivery of prospectuses 
in trading transactions during the actual offering period but in no 
case less than 40 days after the effective date of the registration 
statement or 40 days after the commencement of public offerings, 
whichever expires last. It does not change the requirement that 


‘ prospectuses be delivered by underwriters and dealers so long as they 


are engaged in the initial distribution of the security. 

The 1-year provision with respect to trading transactions has long 
been recognized as unrealistic. Moreover, dealers trading in a security 
publicly offered within 1 year find themselves unable to obtain pro 
spectuses. This fact has rendered compliance by dealers and enforce 
ment by the Commission difficult, if not impossible. 

In view of the continuous offering of securities by certain types of 
investment companies, particularly those commonly referred to as 
“mutual funds,” a special provision for mandatory use of prospectuses 
by dealers over a longer period is provided by a proposed amendment 
to the Investment Company Act. 


SIMPLIFICATION OF INFORMATION REQUIREMENTS FOR PROSPECTUSES USED MORE THAN 
18 MONTHS AFTER THE EFFECTIVE DATE OF A REGISTRATION STATEMENT’ 


Occasionally the offer and distribution of a security may extend 
beyond 13 months after the effective date of a registration statement. 
Under the present act a prospectus which is part of the effective 
registration statement may be used for 13 months after the effective 
date. If a prospectus is used thereafter, however, it must contain 
information as of a date within 1 year of its use. Since a registration 
statement at the time of its filing may contain financial statements 
as of a date at least 90 days prior to the filing date, it is apparent 
that the original prospectus may continue to be used until a time 
when the information therein is as of a date more than 16 months 
prior to its use. Thus, under the present statute, the requirements 
for prospectuses used more than 13 months after the effective date 
of the registration statement are more restrictive than those applicable 
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to prospectuses used immediately after the effective date of the 
registration statement. 

Section 9 of the bill proposes amendments to section 10 of the act 
which will permit the Commission to prescribe equivalent standards 
of disclosure for both classes of prospectuses by providing that where 
a prospt ctus is used more than 9 months after the effective date of the 
registration statement, the information contained therein shall be as 
of a date within 16 months of such use, and I am sure that is quite 
confusing. I think that I can illustrate that very quickly. If a 
registration statement is filed on December 31, 1953, in respect of a 
listed security, it is permissible for that company to use financial 
statements as of June 30, 1953, just short of 6 months old, That pros- 
pectus can be used for 13 months. That is, it could be used into the 
early part of January 1955, and that prospectus would still contain 
the financial statements of June 30, 1953, almost 20 months old, yet 
when you get in February 1955, under the present law, your pros- 
d have to contain financial statements not more than 12 
ld and that would mean that the company would not have 
its 1954 statements ready yet; its audit would not be completed, and 

would have to have a mid year interim audit of some kind which 


pect us wou 


months 


would be an expensive proposition. 

Now, this amendment is simply to provide some kind of equality of 
requirement between the prospectus which is used sometime after the 
offering and the prospectus which is used upon the original initial 
offering. and the 9 and 16 months work out so as to achieve greater 
freshine of information and at the Same time provide against the 
possibility of having to have interim audits. It is technical. It does 
not deprive the investor of any protection, and it provides a standard 
of more nearly current information. 


FACILITATING FINANCING OF SMALL BUSINESS 


Section 5 of the bill would amend section 3 (b) of the Securities 
Act to raise from $300,000 to $500,000 the amount within which the 
Commission. subject to appropriate terms and conditions, may exempt 
public offerings of securities from the registration requirements of the 
act. 

The proposal will afford the Commission greater flexibility to ad- 
just requirements to financial needs of small issuers. The present 
statutory sanctions (as implemented by rules and regulations provid- 
ing for offering circulars and for Commission action by order to pre- 
vent violation of such regulations) relating to small offerings will be 
maintained. 

As you understand, in connection with the exempt offerings the 
Commission has rules which do provide for the filing with the Com- 
mission and the furnishing to the purchaser of an offering circular, 
which is less complex, which is shorter than the registration state- 
ment, but still containing some basic information about the business 
and about its finances. 
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SECURITIES EXCHANGE ACT OF 1934 


EXTENSION OF CREDIT BY DEALERS ON NEW ISSUES 


Section 11 (d) (1) of the Securities ee Act prohibits a 
person who is both a broker and a dealer from “taking into margin 
accounts new securities in the distribution of which he participated 
during the preceding 6 months.” ‘This was intended in part to re- 
strain distributors from selling new issues of securities to their 
brokerage customers on credit. The apparent purpose was to provide 
that new issues would be initially placed with investors rather than 
with speculators. It is generally agreed, however, that the prohibi 
tion against extending credit for 6 months after the end of the offering 
period is unnecessarily long. 

Section 201 of the bill reduces the 6-month period to 30 days, but the 
amendment will not permit extension of credit by a member of the 
selling syndicate or group while the selling or distributing process 18 
in progress or for 30 days thereafter. It is believed that section 11 (d) 
as so amended will be sufficient to assure that new issues will be sold 
on a cash basis. 


“WHEN-ISSUED” TRADING 


The amendment proposed is essentially a technical amendment 
designed to remove an ambiguity inthe law. The last two sentences of 
section 12 (d) of the Securities Exchange Act of 1934 deal with the 
subje ct of “when-issued” tr: ading on the exchanges. The first of these 
two sentences provides ample authority for the regulation of such 
trading under the standards of public interest and protection for 
investors that are used throughout the act. The last sentence, which 
represents an attempt to deal with the problem somewhat more pre- 
cisely, was apparently not fully considered, for where a security is a 
right or the subject of a right granted to holde ‘rs of a previously reg- 
istered security, “when-issued™ trading cannot in the nature of things 
serve “to distr ibute such unissued security to such holders.” In other 
words, the second sentence of that particular subsection limits “when 
issued” trading to a type of transaction in which the very nature of 
things, there never could be “when-issued” trading, and consequently 
the suggested amendment is merely a clarification in the sense of re 
moval from the statute of a sentence which could not be applicable to 
a transaction. ‘“When-issued” trading provides a market for the pur 
chase and sale of unissued securities. 

Section 202 of the proposed bill, therefore, would repeal the last 
sentence of section 12 (d) thereby permitting “when-issued” trading 
to be regulated under the more general provisions of the preceding 
sentence. As a matter of fact, that is how it has been done over the 
years. 

TRUST INDENTURE ACT OF 1939 
THE OFFERING OF DEBT SECURITIES 


The Commission, in connection with proposed rule changes to pro- 
vide for more simple prospectuses for use in the public distribution 
of high-grade so-called institutional type debt securities, is confronted 
with section 305 (c) of the Trust Indenture Act of 1939 which requires 
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inclusion in the prospectus of the analysis of particular indenture 
provisions singled out by section 305 (a) (2) of the Trust Indenture 
Act. This requirement seems unnecessary in the light of the Com- 
mission’s rulemaking authority under the Securities Act te deal with 
disclosure problems and the proposal leaves the matter to such 
authority. 

The proposal does not affect the substantive provisions of the Trust 
Indenture Act which will continue to require that trust indentures 
contain the statutory provisions for protection of investors, for ex- 
ample, that there be independent indenture trustees with adequate 
resources and free of conflicting interests, who must report to security 
holders, and take other affirmative action to preserve investors’ rights 
under indentures and to protect their interest in the event of default. 
In other words, the substantive provisions of the Trust Indenture Act 
are not disturbed at all. 


INVESTMENT COMPANY ACT OF 1940 
SIMPLIFIED REGISTRATION PROCEDURE FOR INVESTMENT COMPANIFS 


Investment companies which engage in continuous offerings of their 
shares, as a matter of practice, file new registration statements under 
the Securities Act of 1933 about once a year in order to have registered 
shares available. Section 6 of the Securities Act provides that securi- 
ties may be registered by filing a registration statement but does not 
provide for registering additional securities by amendment. 

Section 403 of the bill would amend section 24 of the Investment 
Company Act by adding thereto a new subsection (e) which will per- 
mit such investment companies periodically to increase the number of 
shares registered under the Securities Act by amending their existing 
registration statements rather than by filing new registration state- 
ments. Paragraph (3) of this new subsection (e) will require that 
current information will be made a part of the registration statement 
and prospectus at appropriate intervals. There will be no departure 
from either the disclosure standards or the liabilities imposed upon 
sellers. 

This is purely and highly technical. 

In view of the above-mentioned practice of continuous offering of 
securities by certain types of investment companies, particularly those 
commonly referred to as “mutual funds,” a proposed amendment to the 
Investment Company Act would provide for mandatory use of pros- 
pectuses by dealers over a longer period than would be required under 
section 4 (1) of the Securities Act as modified by section 7 of the bill. 
This provision appears in section 402 of the proposed bill which 
amends section 24 (d) of the Investment Company Act of 1940 by 
adding a further exclustion to those already contained in that sub- 
section. 

As previously noted, under existing law a dealer who is not a partici- 
pant in the distribution need not use a prospectus in connection with a 
transaction in a security after the expiration of 1 year from the first 
date on which the security was bona fide offered to the publie which, 
in most cases, means approximately 1 year after the effective date of 
the registration statement. Section 402 of the bill would change this 
requirement by providing that a dealer, whether or not participating 
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in the distribution, must use the prospectus as long as the issuer is 
offering any securities of the same class as the secur ity which is the 
subject matter of the dealer’s transaction. 

In other words, these nvestenne! company shares, these mutual 
company shares are being continually offered to the public and this 
amendment provides that every purchaser, as long as the shares are 
being offered by the issuer, shall get a prospectus whether or not he is 
buying from the selling group set up by the company. The dealer who 
sells him that kind of security must furnish a prospectus regardless of 
when the registration statement with respect to those shares became 
effective. 

All of the Commissioners, as well as many members of the staff, 
have been active in many discussions both with respect to policy and 
draftsmanship. Commissioner J. Sinclair Armstrong, in the alloca- 
tion of responsibilities among Commissioners, has concerned himself 
in more detail than the rest of us with the actual problems of drafts 
manship. He is prepared at this time or later to submit a more detailed 
section-by-section analysis of the bill. 

That, of course, we could offer as a written document and I suggest 
that it might be put into the record at this time. 

The Cuarrman. That will be done. 

(The analysis referred to is as follows :) 


ANALYSIS BY SECTIONS 


rITLE I—AMENDMENTS TO SECURITIES ACT OF 1033, AS AMENDED 


Section 1. Definition of offer and of sale 


Section 1 amends section 2 (3) of the Securities Act of 1933 to redefine the 
term “sale” so as to distinguish between “offers” and “sales.” This amendment, 
and the complementary changes proposed in section 5 of the act by section 8 of 
the bill, permit certain offers to be made after a registration statement has been 
filed but before it has become effective. The redefinition of “sale’’ requires 
formal amendments to various sections of the act (e. g., sees. 2, (11), 3 (a) 
(11), 12, 17 (a), and 22 (a)) to insert the term “offer” to preserve existing law. 
Similar changes in the language of schedules A and B to the act are not con- 
sidered necessary to maintain the standards of disclosure they establish, since 
section 7 of the act. as implemented by rules thereunder, already requires the 
inclusion in registration statements of information other than that specified 
in such schedules. 

The existing exception from the term “sale” for preliminary negotiations and 
agreements between an issuer and any underwriter has been revised to give 
effect to existing interpretations that such negotiations and agreements between 
a controlling person proposing to offer securities and any underwriter may take 
place prior to the filing of a registration statement. The language of the ex- 
ception has also been expanded to refer to such negotiations and agreements 
among underwriters who are or are to be in privity of contract with an issuer 
or controlling person. The sole purpose of this is to make clear that the usual 
agreements among underwriters as well as the agreement between the under 
writers and the issuer (or controlling person, as the case may be) may be made 
before the registration statement has been filed. No other changes of substance 
are made in section 2 (3) of the act ; however, to maintain existing laws the words 
“offered and” are inserted prior to the word ‘sold” in the second sentence of the 
present section and the words “‘an offer or” are inserted prior to the world “sale” 
where that word first appears in the last sentence of section 2 (3). 

Section 2. Definition of registration statement 

Section 2 of the bill is a clarifying amendment of the definition of “registra- 
tion statement” contained in section 2 (8) of the Securities Act. It substitutes 
for the word “accompanying” the words “filed as a part of” which have been used 
in the Commission’s rules and in the instructions contained in various forms for 
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registration statements. No change in the meaning of section 2 (8) is intended. 


The words “accompanied” and “filed with’ appear in section 7 of the act. Since 
no change in meaning of section 2 (8) or of section 7 of the act is intended by 


the amendment to section 2 (8), it is not necessary to make any change in sec- 
tion 7 of the act. 


Section 3. Definition of prospectus 

Section 3 amends section 2 (10) of the Securities Act to conform to the 
changes being made in sections 5 and 10 of the act which contemplate, among 
other things, that there shall be two general classes of prospectuses—section 
10 (a) and section (b) prospectuses, the latter envisaged as including sum- 
maries or condensations of the former for restricted use. 

Section 3 adds the word “television” to eliminate any possible doubt whether 
the term “radio” includes “television” that might arise through amendment of 
the act at this time without express recognition of technical advances in the 
radio industry. The words “confirms the sale of any security” have been 
added to avoid any implication of departure from settled interpretations that 
confirmations are “prospectuses” (Securities Act Release No. 2623, July 25, 
1941: 11 F. R. 10964, September 27, 1946). 

The addition to section 2 (10) (a) of the Securities Act of the words “sent or 
given after the effective date of the registration statement (other than a pros- 
pectus permitted under subsection (b) of section 10)” preserves the existing rule 
that after the effective date an offeror may send a prospective purchaser any 
informal communication or offer if accompanied or preceded by the full pros 
pectus. Since it appears that the protection intended by the act is affordea 
if the offeree receives the full prospectus from the offeror or from any other 
source, the words “by the person making such communication or his principal 
appearing in the present act have been dropped as unnecessary. 

The section 10 (b) prospectuses provided for by this bill nay be sent before 
or after the effective date and need not be accompanied or preceded by the 
full section 10 (a) prospectus. The full prospectus, however, must be used 
in connection with the actual sale after the effective date and will give rise 
to liabilities and other sanctions under sections 8, 11, 12, and 17. The section 
10 (b) prospectus will be subject to sections 8, 12, and 17 of the act. The 
changes also make clear that the formal prospectus when used in compliance 
with statutory requirements must conform to the provisions of section 10 (a) 
not merely at the time it is sent or given but also must meet such requirements 
at the time any communication (which requires concurrent or prior delivery 
of the section 10 (a) prospectus) is sent or given. This is a codification of 
existing interpretations. In addition, under the revised section 2 (10) of the 
act, the so-called tombstone advertisement may be used to solicit inquiries 
for either the formal section 10 (a) prospectus or the abbreviated section 10 
(b) prospectus and may be used after the filing of the registration statement 
as well as after the effective date. In view of the wide variations in the types 
of issuers, securities, and offerings subject to the Securities Act, rulemaking 
power has been added to permit appropriate variation in the contents of such 
advertisements under such safeguards as may be necessary in the circumstances. 


Section 4. Definition of “underwriter” 

Section 4 in effect substitutes the words “offers or sells” for the word “sells” 
in the definition of “underwriter.” This is a formal change necessary to pre- 
serve existing law in view of the separate definitions of “offer” and “sell’’ 
in section 2 (3) of the act provided by section 1 of the bill. 

Section 5. The intrastate eremption 

Section 5 makes the formal change necessary in section 3 (a) (11) of the 
Securities Act to preserve existing law in view of the distinction being made 
between offers and sales in section 2 (3) of the act. Thus the exemption 
provided by this section of the act has not been considered available unless 
the entire issue of securities was offered and sold exclusively to persons domi- 
ciled in the one State (Securities Act Release No. 1459, May 29, 1937; 11 F. R. 
10958, Sept. 27, 1946). 


Section 6. Exemption for small issues 

As an aid to small business the increase in amount in section 3 (b) of the 
Securities Act from $300,000 to $500,000 provided by section 6 of this bill is 
considered appropriate and consistent with the public interest. Existing author- 
ity in the Commission to subject issues exempted from registration under this 
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provision of the act to appropriate safeguards will be continued. The Commis 
sion’s rules and regulations presently provide for the use by sellers of offering 
circulars and for prompt Commission action by order to suspend or deny the 
exemption to prevent fraud or other violation of the regulations. Various regu 
lations have been promulgated under section 3 (b). The principal regulations 
at present are regulations A, B, and D. Regulation A provides an exemption for 
securities of domestic issuers, regulation B relates to fractional undivided 
interests in oil or gas rights, and regulation D, adopted in March 1953, provides an 
exemption for securities of domestic and Canadian issuers whose principal 
business operations are located in Canada. 

Regulation A in its current form permits an issuer to sell its securities withb- 
out registration only upon compliance with the terms of the regulation and so 
long as the aggregate amount offered does not exceed $300,000 annually. A 
controlling person, other than the estate of a deceased person, is limited to an 
exemption of $100,000 annually, and the offerings of securities of the issuer by all 
controlling persons and the issuer are limited so as to not exceed $300,000 
annually. 

The existing rules are designed to afford minimal! disclosure sufficient to avoid 
fraud. In view of the increase in the amount which may be exempted, changes 
in the regulations may become appropriate to distinguish among offerings and 
to provide for relevant and appropriate disclosure in each case. 


Section 7. The dealer’s exemption 

Section 7 amends the third clause of section 4 (1) of the Securities Act by 
reducing from 1 year to 40 days the period during which transactions, by dealers 
not participating in the distribution, are not exempt from the provisions of 
section 5 of the act. 

Apart from the change to a 40-day period, the amendment is not designed 
to affect the nature or extent of the dealer’s exemption in section 4 (1). For 
example, in the case of an unlawful offering of unregistered securities, a dealer 
would not be able to trade lawfully in such securities within 40 days (1 year 
under the present act) after the date on which the unlawful distribution of such 
securities to the public in fact commenced. And if the dealer is a participant in 
any such unlawful distribution he cannot lawfully effect transactions in the 
unregistered securities so long as he is engaged in the distribution even though 
the 40-day period has expired. It is unlawful for a dealer to effect transactions 
in unregistered securities which are about to be registered, but he may ordinarily 
trade in other outstanding securities of the same class which are not being 
registered or involved in a registerable distribution or public offering. The 
amendment does not change these effects of the present provisions of the Securi- 
ties Act. 

In the case of registered securities the dealer’s exemption will not be available 
to any dealer participating in the distribution so long as he has an unsold 
allotment or subscription, but dealers who are merely trading and are not 
participants in the distribution will be subject to the provisions of section 5 
of the Securities Act only during the 40-day period. Under the revision of 
section 5, the offering of a registered security may commence as soon as the 
registration statement has been filed, but it will continue to be within the power 
of the registrant or the underwriters to delay the offering until some later date 
in the waiting period or even to some date after the registration statement 
has become effective. The amendment, therefore, is so worded as to make 
dealers subject to the provisions of section 5 for 40 days after whichever is 
the later of the two events; i. e., the effective date of the registration statement 
or the date the public offering in fact commences. 

Section 402 of title IV of the bill, discussed more fully below, amends section 
24 (d) of the Investment Company Act so that the availability of the dealer’s 
exemption with respect to the securities of face-amount certificate companies 
and redeemable securities issued by unit investment trusts and open-end manage- 
ment companies will ordinarily be determined by the provisions of that section 
rather than by section 4 (1) of the Securities Act. 


Section 8. Registration and prospectus requirements 


Section 8 of the bill amends section 5 of the act with respect to distribution 
practices. The statute as now in effect contemplated that the registration state- 
ment would become effective before the sellers of securities could engage in sales 
activities. It was intended, however, that the waiting period would be used 
to make available to investors generally the information in the registration 
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statement regarding the proposed offering. To encourage this latter objective, 
the Commission has permitted or required dissemination of information during 
the waiting period by the so-called red herring prospectus, identifying state- 
ments, and fair summaries of the information in the registration statement 
under circumstances not designed to involve the making of offers within the 
meaning of the statute. 

The dissemination of information by dealers and underwriters during the 
waiting period has been made difficult, however, because of the practical problem 
of drawing the line between activities which must be considered as involving 
illegal offers as distinguished from those which may be considered to be no 
more than proper and lawful dissemination of information. To resolve this 
problem section 8 of the bill amends section 5 of the act in a manner that, 
along with the amendments to sections 2 (3), 2 (10), and 10, will permit offers 
during the waiting period, thereby eliminating any question that might arise 
from the dissemination of information about the security by an issuer, under- 
writer, dealer, or other participant or prospective participant in the distribution. 
Offers, however, will be lawful during the waiting period only if made by the 
means recognized and permitted in these amended sections of the act; i. e., 
oral offers and prospectuses (which include any written offer and any offer 
by radio or television) meeting the requirements of section 10 of the act. 
Section 2 (10 (b) “tombstone” advertisements will also be permitted. 

In substance, section 5, as amended by this bill, permits the making of offers 
but not sales, contracts of sale, or contracts to sell prior to the effective date. 
Issuers, underwriters, and dealers should find no difficulty in reguiating their 
conduct during the waiting period so as not to make “sales” before the regis- 
tration statement becomes effective. This may be done by conditioning offers, 
limiting activity to solicitation of offers to buy, or by other means that keep 
the transaction short of a “sale.” 

Apart from deletion of the words “or offer to buy” in section 5 (a) (1) of 
the act, there is no change in the language of section 5 (a), but its effect will 
be changed since the word “sell” no longer includes “offer to sell” under the 
changes in section 2 (3) of the act. Section 5 (a) will continue to make unlawful 
the sale or delivery of securities prior to the effective date but will no longer 
make unlawful offers to sell during the period between the filing of the regis- 
tration statement and its effectiveness. The words “or offer to buy” are 
removed to the new section 5 (c) to serve their present purpose of preventing 
dealers from being committed to underwriters or the issuer without being 
informed. Thus, under the bill, it will not be lawful for dealers to offer to buy 
prior to the filing date. 

To make the intended effect of section 5 (b) (1) clear in the light of the 
provisions of the first sentence of section 6 (a) of the act, the words “with 
respect to which a registration statement has been filed” are substituted for the 
word “registered.” Under section 5 (b) (1) of the act, as revised by the bill, 
it will be unlawful in the waiting period to use any means or instruments of 
transportation or communication in interstate commerce, or the mails, to make 
any written offer (or offer by radio or television) unless such offer (which is a 
prospectus) meets the requirements of either section 10 (a) or section 10 (b) 
of the act. Section 3 of the bill also permits the use of so-called “tombstone” 
advertisements during the waiting period. The revised section 2 (10) (a) of the 
act will continue existing law that after the effective date a prospectus or written 
offer (other than a sec. 10 (b) prospectus) that does not meet the requirements 
of section 10 (a) may be sent to any person only if such person has been sent 
or given a prospectus which still meets the requirements of section 10 (a). 
Such “free writing” privilege by use of interstate facilities or the mails does not 
now and under the amendments will not exist prior to the effective date. 

Section 5 (b) (2) of the Securities Act, as amended by the bill, continues 
present law which requires delivery of a security to be accompanied or preceded 
by a full prospectus meeting the requirements of section 10 (a) (formerly sec. 
10) as of the date of the delivery of the security. Section 5 (c) has been added 
to maintain existing law which prohibits offers prior to the filing of a registration 
statement. It is necessary because of the changed effect of section 5 (a) which 
will no longer prohibit offers as distinguished from sales before the effective date. 

To recapitulate, the bill amends section 5 of the Securities Act: (a) to permit 
during the waiting period oral offers, written offers (including offers by radio or 
television) by prospectuses meeting the requirements of section 10, and the use 
of section 2 (10) (b) “tombstone” advertisements; (b) to make unlawful, by 
use of any means or instruments of transportation or communication in inter- 


AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 39 


state commerce or of the mails, the transmission of other written offers during 
the waiting period (i e., no “free writing” by prospective sellers during that 
period) ; (c) to maintain present law making unlawful during the waiting period 
a sale of a registered security or the making of a contract of sale or contract to 
sell; (d@) to maintain present law under which posteffective “free writing” is 
permitted if accompanied or preceded by the full section 10 (a) prospectus; (e) 
to make unlawful offers, or saies, during the pendency of public proceedings under 
section 8 of the act prior to effectiveness; (f) to maintain present law making 
unlawful offers or sales while any refusal or stop order is in effect; and (g) to 
maintain present law making unlawful offers to sell and offers to buy prio 
to the filing of a registration statement. 


Section 9. Prospectuses 


Section 9 of the bill amends section 10 of the Securities Act to complement 
the changes proposed in section 5 of the act to permit offering activities during 


the waiting period. As an incident to such changes, the sequence of some of the 
subsections are rearranged. 
Paragraphs (1) and (2) of section 10 (a) are amended to provide that the 


prospectus shall include the “information contained” in the registration state 
ment, rather than the “same statements made” therein. This conforms to a 
longstanding interpretation and eliminates any doubt that, to meet the require- 
ments of section 10 (a), a prospectus need not repeat information in the exact 
form in which it appears in other parts of the registration statement. These 


two paragraphs continue the existing statutory requirements as to the contents 
of the full prospectus which must be used in connection with the “sale” of regis 
tered securities 

Paragraph (2) of section 10 (a) provided by section 9 of the bill, except for 
one variation, continues existing laws as set forth in section 10 (b) (1) of the 
present act. At present, section 10 (a) provides that a prospectus shall contain 
the information contained in a registration statement, and section 10 (b) (1) pro 
vides that when a prospectus is used more than 13 months after the effective date 
of the registration statement, the information in such prospectus shall be as of a 
date not more than 12 months prior to its use. The effect has been that in pros 
pectuses employed after the expiration of the first 18 months of an offering more 
recent information is required than during the first 13 months of an offering 
This arises from the fact that under the act (see particularly par. (25) of 
schedule A) some of the information in the registration statement at the time 
it becomes effective may be as of a date, in some instances, more than 38 months 
prior to the filing. The requirement that the information in the later prospectus 
he as of a date within 1 vear of its nse has in many instances required the 


preparation of interim certified financial stutements. Section 9 of the bill pro 
vides that when a prospectus is used more than 9 months after the effective date, 
the information in the prospectus shall be as of a date not more than 16 menths 
prior to such use. The amendment thus provides less discrimination between 
distributions of short duration and those of long duration, without diminishing 
the quantity or quality of information supplied investors 

Section 9 adds a new subsection (b) to section 10 of the act to make explicit 
that prospectuses meeting the requirements of section 10 (within the meaning 
of section 5 (b) (1) of the act) solely for informational and offering use may 
include prospectuses which may not, because of permitted condensations or 
omissions, meet the requirements of section 10 (a) of the act. These section 
10 (b) prospectuses must ordinarily be filed as a part of the registration state 
ment; persons using them in the offer or sale of securities will be subject to 
the liability provisions and sanctions of sections 12 and 17 of the act; and the 
documents, as parts of the registration statement, will be subject to the stop 
order and other administrative provisions of section 8 of the act. 

To pruvide for prompt action by the Commission to prevent the use or dis- 
tribution of unlawful or deficient prospectuses, the new section 10 (b) authorizes 
a summary suspension procedure whereby the Commission may issue an order 
suspending or preventing the use of a prospectus (other than a section 10 (a) 
prospectus) by any person if (@) such prospectus is required to be filed as part 
of the registration statement but has not been filed: or (0) such prospectus 
is misleading or incomplete. The subsection requires the Commission to give 
notice of the issuance of the order and to afford an opportunity for a hearing. 
When the requirements of the order have been met or if, for example, it appears 
that the inaccuracies or inadequacies leading to the issuance of the order do 
not in fact exist or no longer exist, the Commission must vacate or otherwise 
appropriately modify the order. 
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As already indicated, the use of prospectuses permitted under the new section 
10 (b) will be subject to civil and criminal liabilities and penalties, as well 
as to administrative sanctions, except for liabilities under secton 11 of the act. 
This exception is appropriate. Unless exempt from such liability, issuers and 
underwriters may be unwilling to use condensed prospectuses permitted pur- 
suant to section 10 (b) and thus impede fulfillment of the policy of the act 
favorng wide dissemination of information about the issuer at the time of the 
offering. Deficiencies in such condensed prospectuses if observed at the time 
of the Commission’s processing of the registration statement and if material, 
may be dealt with administratively by the Commission, under existing authority, 
by requiring the material to be corrected and recirculated with the changes 
noted. The official section 10 (a) prospectus has to be delivered to the buyer 
at or before the time he receives the securities. Finally, any deficiency in sum- 
mary material which, despite the Commission’s processing, might carry through 
to and occur in the section 10 (a) prospectus will create liability under section 
11. Thus, the investor will be deprived of no protection 

Section 9 of the bill also makes relatively minor changes of a _ technical 
eharacter in the provisions of section 10 (b) (2), 10 (b) (3), 10 (b) (4), 10 
(ec), and 10 (d) of the act. 


Sections 10, 11, and 12. Technical changes 


These sections of the bill add the word “offer” to sections 12, 17, and 22 of the 
Securities Act in order to make clear that the civil and penal liabilities and 
sanctions imposed by the statute shall remain unchanged, notwithstanding the 
changes made elsewhere in the statute. Section 12 of the present statute pro- 
vides that a purchaser of a security may recover from the seller who violates 
section 5 or who sells a security by means of misrepresentations or concealment 
in a prospectus or oral communication. Since the term “sell” has been redefined, 
the amendment to section 12 inserts the words “offers or” before the word “sells” 
in clauses 1 and 2 of the section so as to preserve the effect of the present law. 

For similar reasons, and to preseve existing liabilities and sanctions, corre- 
sponding changes are made in sections 17 and 22 (secs. 11 and 12 of the bill). 
Section 17 is the general fraud provision under which criminal and injunctive 
actions are brought, and section 22 relates to jurisdiction of offenses and suits. 


rit.LeE Il AMENDMENTS TO SECURITIES EXCHANGE ACT OF 9234, AS AMENDED 


Section 201. Ertension of ercdit 


Section 11 (d) (1) of the act prohibits a person who is both a broker and a 
dealer from extending credit to a customer on any security which is part of a new 
issue where the dealer is a member of a selling syndicate or group for such new 
issue. The section not only prohibits extension of credit in connection with the 
original sale of the security but also prohibits the security from being used as 
collateral in connection with other transactions that the broker-dealer may 
effect for the customer. 

At present the prohibition against extension of credit continues for 6 months 
after the distribution of the new issue. Some post-distribution prohibition seems 
appropriate to prevent evasion of the basic prohibition against distributing new 
issues on credit, for even in so-called “cash” transactions customers may delay 
payment for a few days. However, the present 6-month period is unnecessarily 
long for this purpose. It is therefore provided in section 201 of the bill that 
the 6-month period be reduced to 30 days. 

Section 202. “When-issued” trading 

The last two sentences of section 12 (d) of the Securities Exchange Act of 
1934 deal with the subject of “when-issued” trading on national securities ex 
changes. The first of these two sentences provides ample authority for the reg 
ulation of such trading under the standards of public interest and protection of 
investors that are used throughout the act. The last sentence represents an 
attempt to deal with the problem somewhat more precisely. The last sentence 
was apparently not fully considered, for where a security is a right or the sub- 
ject of a right granted to holders of a previously registered security, “when- 
issued” trading cannot in the nature of things serve “to distribut uch unis- 
sued security to such holders,” as provided in the last sentence of section 12 (d). 
Rather it provides a market in which such holders may sell the unissued secur- 
ity and others may acquire it. Section 202 of the bill, therefore, repeals the last 
sentence of section 12 (d) thereby permitting “when-issued” trading to be regu- 
lated under the more general provisions of the preceding sentence. 
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riTLE Il AMENDMENTS TO THE TRUST INDENTURE ACT OF 1930 


Title III of the bill relates to the Trust Indenture Act of 1959 The Trust 
Indenture Act supplements the Securities Act and the definitions and exemptions 
in the two statutes are Closely interrelated Most of the changes made by title 
Ill of the bill are intended simply to adjust and conform the Trust Indenture 
Act to the change in definition of the word “sale” and related changes that are 
proposed to be made in the Securities Act 








Nections 301 and 302. Formal changes 

Sections 301 and 302 of the bill make various formal changes in sections 506 
and 304 of the Trust Indenture Act (relating to definitions and exemptions) in 
order to conform to changes proposed to be made the Securities Act, and alse 
to conform to a change proposed to be made in sections 305 and 3506 of the ‘Trust 
Indenture Act, discussed below 


Section 3808. Debt securitics registered nder the Sccuriti { 

Section 305 (c) of the Trust Indenture Act provides that a summary of ce 
tain specified provisions of the trust indenture must be included in a registra 
tion statement and prospectus under the Securities Act Phe Commission under 
section 10 of the Securities Act is authorized to prescribe the form and conte 
of prospectuses. It might be argued that the provisions of t! Trust Indenture 
Act, in requiring the inclusion of such summaries of indenture provisions, may 


have the effect of restricting exercise of the Commission's power to provide 
for shorter and more concise prospectuses 

The Commission has advised your committee that it has in mind a simplified 
registration statement and prospectus for certain types of debt issues. To pet 
Init accomplishment of this objective and to eliminate any possible question, se 
tion 305 (c) of the Trust Indenture Act is amended to nuthorize the Commission 
to prescribe by rule and regulation the extent to which summaries of indenture 
provisions must be contained in prospectuses 

The amendment provides no change in the substantive requirements of the 
statute as to the contents of indentures or in the necessity of qualifying inden 
tures with the Commission. 


Section 304. Nonregistered securities 


Section 304 of the bill amends section 306 of the Trust Indenture Act in certain 
Section 306 of the Trust Indenture Act relates to indentures for debt 
securities which must be qualified under the Trust Indenture Act even though 
the securities to be issued under such indentures are exempt from registration 
under the Securities Act. As to such indentures, section 306 follows, in general, 
the theory of section 5 of the Securities Act. Section 304 of the bill amends 
section 306 of the act to conform to the changes being made in section 5 of the 
Securities Act. Section 306 of the act is also amended to conform to the 
change made in section 305 of the act, that is, to provide flexibility with respect 
to the analysis of indenture provisions in the prospectus 


respec ts 


Nection 305. Unlairful representations 

Section 305 of the bill inserts the word “offering” in section 324 of the Trust 
Indenture Act, relating to unlawful representations, in order to insure that the 
application of that section is not altered by the change in the definition of the 
term “sale” in the Securities Act 


riTLeE IN AMENDMENTS TO THE INVESTMENT COMPANY ACT OF 1940 


Section 401. Definition of prospectus 
/ ] l 


Section 401 of the bill makes a formal amendment to section 2 (a) (30) of 
the Investment Company Act so that the term “prospectus” therein will retain 
its present meaning in the light of the changes made in sections 5 (b) and 10 
of the Securities Act of 1933 


Section p02 Investment COMPANY Prospectuses 


Section 24 (d) of the Investment Company Act now contains certain provision 
that modify provisions of the Securities Act of 1983 insofar as they apply to 
investment companies because of various peculiar characteristics of such com 
panies. Section 402 of the bill adds to section 24 (d) of the act a provision 
making the dealer’s exemption contained in the third clause of section 4 (1) of 
the Securities Act inapplicable to transactions in the securities of investment 
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companies that are offered to the public on a continuous basis, subject to certain 
conditions. The effect of the amendment is to provide for mandatory use of 
prospectuses by dealers over a longer period than will be required under section 
4 (1) of the Securities Act as modified by section 7 of the bill. 

Under existing law, a dealer who is not a participant in the distribution need 
not use a prospectus in connection with a transaction in a security after the 
expiration of 1 year from the first date on which the security was bona fide of- 
fered to the public, which, in most cases, means approximately 1 year after the 
effective date of the registration statement. Section 402 of the bill changes this 
requirement as to the securities of these investment companies by providing that 
a dealer must use the prospectus as long as the issuer is offering any securities 
of the same class as the security which is the subject matter of the dealer’s 
transaction. 

The continuous offering practices of these investment companies justifies a 
requirement that all dealers be compelled to use the statutory prospectus so 
long as shares of the same Class are being offered. Your committee has been 
informed that it is the practice of investment companies and their underwriters 
to make copies of the required prospectuses readily available to all dealers who 
request them. To provide for unforseen problems, section 402 of the bill au- 
thorizes the Commission to adopt appropriate rules with due regard to the 
public inteerst and the protection of investors. 

Section 405. Amendment of Securities Act registration statement 

Section 403 adds a new subsection (e) to section 24 of the act which will 
afford to those investment companies engaged in continuous offerings (i. e., 
unit investment trusts, face-amount certificate companies, and open-end manage- 
ment companies) the alternatives of registering additional securities under the 
Securities Act of 1955 either by filing a new registration statement or, by virtue 
of this new section 24 (e), by filing an appropirate amendment, at intervals of 
approximately 1 year, to the latest effective registration statement under the 
Securities Act of 1933 for securities of the same class. 

The expression “certified bank check” appearing in paragraph (2) of the 
proposed setcion 24 (e) of the act is the precise term employed in section 6 (c) 
of the Securities Act of 1933. In the administration of the Securities Act, 
certified checks and cashier’s checks are accepted as meeting the requirements 
of section 6 (¢). 

Paraphaph (3) of this new section 24 (e), by appropirate reference to section 
10 of the Securities Act, will require that current information be made a part 
of the registartion statement at approximately yearly intervals. It is not the 
intent of this paragraph, however, that every change made in a prospectus will 
involve the filing of such changed prospectus as part of the registration state- 
ment. It is intended that only those revised prospectuses which reflect a periodic 
general revision, to bring up to date the latest prospectus contained in the 
registration statement, or other important change must be filed as a part of the 
registration statement. Rulemaking power, therefore, has been included in this 
paragraph to provide appropriate administrative flexibility in meeting this prob- 
lem which is not covered by rule 424 under the Securities Act in its present form. 

Paragraph (3) also contains references to section 11 and 13 of the Securities 
Act so that there will be no departure from either the disclosure standards or 
the liabilities imposed upon sellers. Thus, under the new section 24 (e) of the 
Investment Company Act, the registration statement under the Securities Act of 
1933 of an issuer referred to in this subsection must meet the standards of 
section 11 of the Securities Act not only on the original effective date but also 
on the effective date of each posteffective amendment to such registration 
statement, and the periods of limitation on actions provided by section 13 of the 
Securties Act start anew with respect to securities sold thereafter each time 
such registration statement is effectively amended either to increase the number 
or amount of securities registered or to make the above-mentioned revisions of 
the prospectus a part of the registration statement. 


Commissioner DemMMLER. We also have available a schedule of 
errata, which represents the differences between H. R. 7550, which 
is the bill which Chairman Wolverton introduced, and the Senate 
bill, S. 2846, which has been passed unanimously by the Senate. 

The errata are all purely matters of words and punctuation; typo- 
graphical errors and that sort of thing, and we suggest that that be 
put into the record. 
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The CaarrMAN. It will also be made a part of the record. 
(The matter referred to is as follows:) 


‘TECHNICAL AMENDMEN’s T0 H,. R, 7550 


Page 3, line 23, after the word “made” insert a comma. 

Page 3, line 24, strike out “of” and insert “, or.” 

Page 7, line 4, after the words “stop order” strike out the comma 

Page 7, lines 4 and 5, insert parenthesis before and after the phrase “pi 
the effective date of the registration statement.’ 


Page 7, line 5, after the word “examination” strike out the comma. 
Page 8, line 6, strike out the word “or.” 
Page 9, line 8, after the word “used” insert a comma. 
Page 10, line 17, insert quotation marks at end of sentence 
Page 12, line 15, after the word “obtained” insert the following: “(if such 
statement is required by rules or regulations under paragraphs (1) or (2) of 
subsection (b) of section 306).” 
Page 12, line 16, strike out the word “and.” 
Page 16, line 1, after the words “stop order” strike out the comma and insert 
parenthesis before and after the phrase “prior to qualification 
Page 16, line 2, after the word “examination” strike out the comma 
Page 16, line 11, transpose the comma and the quotation mark after the word 
“prospectus.” 
EXPLANATION OF CERTAIN OF THE PROPOSED TECHNICAL AMENDMENTS TO H. R 
7550, Now INCORPORATED IN S. 2846 AS PASSED BY HE SENATI 
It is proposed that there be enclosed in parentheses, in lines 4 and 5 of 


page 7 of the bill, the phrase “prior to the effective date of the registration state 
ment” to make clear that the phrase modifies the words “any public proceeding 
or eXamination under section 8.” Under existing law the institution of public 
proceedings or examinations under section S of the Securities Act after the 
effective date of the registration statement does not cause the making of offers 
to be unlawful. That occurs only upon the issuance, after notice and opportunity 
for hearing, of a stop order under section 8 (d) of the act suspending the effe 

tiveness of the registration statement. It has not been proposed that this aspect 
of existing law be changed. The insertion of the parentheses is proposed to 
make this clear and to simplify a reading of the section. 

2. Section 304 of the bill would amend section 306 of the Trust Indenture Act 
of 1939 to dispense with the requirement for the use of a summary of indenture 
provisions in the offering and sale of securities (where the securities are not 
registered under the Securities Act but the indenture is or is to be qualified 
under the Trust Indenture Act) except where required by rules and regulations 
The bill as introduced inadvertently failed to include the proposed parenthetical 
phrase “(if such statement is required by rules or regulations under paragraphs 
(1) or (2) of subsection (b) of section 306)." It is proposed that such phrase 
he inserted in line 15 of page 12 of the bill (section 301 (c) thereof) to make 
clear that “tombstone” advertisements need refer to the summary of indenture 
provisions only where the use of such summary may be required by rules and 
regulations under section 306 of the Trust Indenture Act. 

3. Section 306 of the Trust Indenture Act of 1939 relates to the offering of 
securities which are not registered under the Securities Act but with respect to 
which an indenture must be qualified under the Trust Indenture Act. Section 
3206 is modeled on section 5 of the Securities Act. Section 304 of the bill would 
conform section 306 of the act to the changes to be made in section 5 of the 
Securities Act by section 8 of the bill. It is proposed, therefore, on line 1 of 
page 16 of the bill to enclose the phrase “prior to qualification” in parentheses 
for the same reason it is proposed to enclose in parentheses the phrase “prior to 
the effective date of the registration statement,” appearing in line 4 and 5 of 
page 7 of the bill, as explained above. 


The Cuairman. Do I understand that you wish the Senate bill 
language then in preference to the one that. was introduced in the 
House ¢ 

Commissioner DemMtuer. Yes. 

The CHatrMan. Very well. 
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Conunissioner Demmuer. I will be very happy to answer an) 
further questions, questions which any of the committee may have, but 
in view of the technical nature of the subject matter I may occasion- 
ally call on one of the other Commissioners or a member of the staff. 

The CyarmmMan. That will be perfectly agreeable to the committee. 
What we are seeking is information and you may bring it to our at 
tention in whatever way you choose. 

Are there any questions, gentlemen / 

Mr. Hare. Mr. Chairman. 

The CHarmman. Mr. Hale 

Mr. Harr. I observe that H. R. 7550 was introduced in the House 
on January 27, and Senate bill S. 2846 passed the Senate on March 2. 

The eAon in. The Senate bill is the one which is free from these 
typogr: iphical and minor errors, is it not? 

Commissioner Demourer. Yes, si 

Mr. Hauer. So that, so far as thi: Rs it s concerned, we want 
to work on S. 2846; is that right 7 

Commissioner Demmuier. That is correct, sir. 

The bill were introduced, Congressman Hale, on the same date; that 
is, H. R. 7550, and S. 2846. Each bill was introduced by the chairman 
of the respective committees and the errors were corrected in the 
progress of S. 2846 through the Senate. 

I am not sure that you were here when I said that that bill had 
passed the Senate unanimously. 

Mr. Harr. It has had the advantage of the purifying processes 
of the other body. 

Commissioner DeEMMLER. Yes, sil 

I think there is not much distress in the matter of the errata. This 
is an example, “page 3, line 23, after the word ‘made’ insert a comma” 
and at such and such a place strike out “of” and insert “or.” That is 
the type of change suggested. But, there is no change of any sub- 
stance. 

The Cuairman. Are there any further questions ? 

Mr. Priest. Mr. Chairman, just a question. 

The Cuarrman. Mr. Priest. 

Mr. Priest. These amendments, as you have already pointed out 
largely are technical. 

Commissioner DemMurER. Yes, sil 

Mr. Priest. They do not, in your opinion, change the basic philo- 
sophy of the Securities Act, do the sy ¢ 

Commissioner Demmurr. I can answer that, sir, by saying categor- 
leally, they do not. 

Mr. Priest. One further question. On page $8 of your statement, 
with reference to the Investment C ompany Act. and simplified regis- 
tration procedure for investment companies, just to see if I have this 
clear in my own mind, under the amendments proposed in the bill, 
an amendment to a registration statement, including a new issue. 
might be added without a complete new registration statement being 
filed. That is the proposal is it not / 

Commissioner Demmuer. That is right. 

Mr. Priest. Now, this further question. At what periods or at 
what intervals would a complete new registration statement be filed, 
if we adopt the provisions of the bill? Would the original registra- 
tion statement remain in effect indefinitely, with amendments, or is 
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there a provision that provides that a complete new registration state 
ment of certain periods must be filed ¢ 

Commissioner DemMuer. As } understand it, I think I am correet 
in this answer, sir, as long as the issue remains the same, and as long 
us the securities being offered are of the same class, amendments could 
be added indefinitely. The amended registration statement would in- 
clude as a part, the principal part, an amended prospectus which is in 
effect the whole story retold in an amended form. 

Mr. Prresr. That is clear. I just want to be sure on that point. 

Commissioner Demmuer. And also the financial information would 
always be kept current, as wou see. 

Mr. Priest. Thank you. Mr. Chairman, I have one further ques 
tion, and this is with reference to page 6 of your statement. You state: 

Section 201 of the bill reduces the G-inonth period to 30 days, but the amendinent 
will not permit extension of credit by a member of the selling syndicate or group 
while the selling or distributing process is in progress or for 30 days thereafter 
It is believed that section 11 (d) as so amended will be sufficient to insure that 
new issues will be sold on a cash basis. 

Without burdening you too much, will you explain just what differ- 
ence this: amendment would make in ease or as far asa cash sule basis 
is concerned, as compared to the present act. How does that affect it ¢ 

Commissioner Demmurr. Under the present act a dealer in securi 
ties mi iy not se ll to customers on m: irgin any securities, in respect to 

which he has been a member of the selling syndicate or group, during 
the distribution or for 6 months thereafter. 

Now, what is the 6 months? The 6 months is a kind of a safety 
period to make sure that the securities which that dealer is in the 
process of distributing, as a member of the selling group or as a mem 
ber of the underwriting group, are not placed w ith the brokerage cus- 
tomers on a margin account; the 6 months is a kind of insulation. 
Well. the 6 months has been found to be unre: ilistic ally and unneces- 
sarily long as a safety period; a kind of a marginal zone, you might 
say. Actually, when the selling syndicate breaks up the securities are 
in fact sold, and the 30 days is added for insulation. I think we have 
no reason to eee e that 30 days is not an adequate insulation period. 
Asa matter of fact, the industry suggested to the Commission 1n con- 
ference last fall oa it ought to be 4 days, and there were strong 
arguments that it should be 4 days, but we argued that the 26 addi- 
tional days should be put in there just to make sure we were safe. 

Mr. Prirsr. That, I believe, is all, Mr. Chairman, at this time. 
Thank you, sir. 

The CHatrmMan. Are there any further questions ? 

Mr. Bennert. Mr. Chairman. 

The Cuarrmman. Mr. Bennett. 

Mr. Bennetr. Mr. Commissioner—— 

The Cuamrman. Before you proceed, Mr. Bennett, I note that our 
former colleague, a distinguished member of this committee, has come 
into the room—Mr. Busbey—and I have invited him to have a seat 
with his former colleagues of ay committee, if he so desires. 

Mr. Bussey. Thank you, Mr. Chairman. That is very gracious of 
you, but I thought I would take a Si back here, because I have a meet 
ing with the Appropriations Committee in a few minutes. Tam pat 
ticularly interested in this legislation. Thank vou, 
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‘The CuatrmMan. You may proceed, Mr. Bennett. 

Mr. Bennerr. Mr. Demmler, a year or two ago a subcommittee of 
this committee made a study of the Securities and Exchange Commis- 
sion and filed a report. That was during the 82d Congress. 

Have you had an opportunity to read that report? Are you familiar 
with it? 

Commissioner Demmier. Yes, sir; I have read the report, and some 
parts I have read a number of times. As a matter of fact while I was 
waiting, during the purgatorial period between my nomination and 
confirmation, 1 had that as homework. 

Mr. Bennett. I see. 

Commissioner Demmier. And I have read most of the testimony 
too, sir. 

Mr. Bennerr. One of the phases of the Commission’s work which 
the subcommittee looked into involved broker-dealer inspections on 
the part of the Commission. We had occasion to call attention to what 
became known as the Badger case, where a broker-dealer was able, 
through the filing of false and misleading reports, to defraud a large 
number of security owners. The subcommittee came to the conclusion, 
that the Commission had been very lax in failing to require the proper 
type of reports and in failing to enforce their own regulations in 
respect to these inspections. 

Now, my question is this: Have you had an opportunity to look into 
that situation, to study your procedures, and practices in these matters, 
particularly with reference to some of the things to which the sub- 
committee called your attention ? 

Comunissioner DEMMLER. Well, sir, you raise a very important ques- 
tion, to which we have been devoting a great deal of attention. 

Now, how much progress we will ultimately make on that subject, 
I cannot say. I am too conservative to make completely rosy prophe- 
cies until I feel we have the ability to perform. 

As you know, the Securities and Exchange Act does provide an obli- 
gation on the part of the brokers and dealers registered with us to file 
financial reports and, in those cases in which a broker-dealer has cus- 
today of customers’ securities, those financial reports are required to 
be certified to by certified public accountants. 

Now, forgery would be something, I am afraid, that might be put 
over sometimes, and we couk | never give a guarantee against that. 

Mr. Bennerr. Mr. Demmler, the subcommittee also found that in 
that particular case the Commission had failed to enforce its own 
rules and regulations requiring annual reports. 

From 1943 to 1950, Badger submitted only one genuine certified an- 
nual report and that report covered only the year 1945. During this 
period Badger consistently either failed to submit reports or filed 
false reports. 

Now, I can see where the Commission might not be able to detect 
forgery or false reports if they were properly ramouflaged, but I 
cannot see any reason why the Commission should not at least be able 
to require that a report be filed on time and as required. 

I am wondering what you are doing in that regard as of now. Are 
you giving attention to the proper filing of these reports by broker- 
dealers ? ? 

Commissioner Demmuer. We are in the process of checking up on 
the proper timely filing of annual reports, the so-called X-17A-5 
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reports. We have revoked the registration of a number of broker 
dealers who have failed to file reports. 

In respect to the matter of forgeries, the regional offices were given 
-pecific instructions concerning procedures to detect forgeries or fic- 
titious accounting certificates covering financial reports filed by 
brokers and dealers. 

Before a certified financial report is accepted for filing the regional 
oflice must ascertain whether the certifying auccountint is in fact a 
certified public accountant or a public accountant. 

In addition to that, the Commission has authority to make such 

spections of brokers and dealers as it may deem to be in the public 

nterest and for the protection of investors. 

A think the public, and with respect, I think a great many Members 

the Congress, have the feeling that the Commission’s program for 

ro ting brokers and dealers is parallel, a kind of a carbon copy, of 
the inspection of national banks provided for and done by the Comp 
troller of the Currency. 

Now, as a matter of fact, that is not correct. It is physically impos- 

ible, with the manpower avi iilable bree Commission to have a per 1od- 


“1: 


cal, regular, sure as day and night type of inspection for every broker 
ealer. Asa matter of fact, in one af the de ‘fts . somewhere along the 
line, in the legislative processes when the Securities : and Exchange 
ict of 1934 was under consideration, a regular periodic Inspection 
was provided for and in 1 ae ice was substituted this discretionary 


inspection. 

So that what you have with respect to the inspection of brokers and 
lealers is a program as to which the Commission has discretion, and 
is to which it is limited by its own budget. 

There are some 4,000 brokers and dealers registered all over the 
‘ountry. 

Now, with that background of understanding, you mention, Mr. 
Bennett, the Badger case particularly. 

The principal element, as [ am informed, of the fraud in the Badger 
case was the fact that Mr. Badger filed financial reports with a certifi- 
‘ation on the stationery printed in the name of W. B. Redfield, public 
»ccountant, and had forged Redfield’s signature to the accountant’s 
certificate. 

Upon receipt of a certified financial report, the regional office must 
send to the certifying accountant an acknowledgment of the receipt 
of the report certified to by him. This puts the accountant on notice, 
2 presumably he will come forward if he did not certify the report. 

copy of this letter is not sent to the broker-dealer. 

+e further communication with respect to the report or the ade- 
quacy of the certificate is likewise sent only to the certifying ac- 
countant. 

Now, we are trying to tone up our whole process of administering 
the requirements with respect to brokers and dealers. 

Now, that is a long process because there are so many brokers. We 
have nine regional offices. We have administrative problems in get- 
ting our broker-dealer inspections uniform. We are working right 
now on a manual for the guidance of regional offices in broker-dealer 
inspections. We are working on a program for a more rapid process- 
ing of the annual reports. 
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For example, annual reports filed in 2 of the Commission’s 9 regional 
offices are processed in Washington. The others are processed in the 
regions. We are now having them all processed in the regional offices, 
almost immediately upon filing, because the annual report filed by 
the broker-dealer is probably the best indication of his financial status. 

There, as I say, are a multiplicity of problems, largely administra- 
tive, and we have a very complete study on that subject in process now. 

Mr. Bennerr. | think that is a very important matter. Many in- 
nocent people can be defrauded of large sums of money by failure of 
the Commission to keep proper watch over the statements that broker 
dealers make. 

Commissioner Demmuier. We are doing this, for example, sir. In 
one of our offices the so-called X—-17A—5 statement, the annual state 
ment, is examined within 2 weeks after it is received by men who know 
how to read a financial statement, who know how to detect little dif 
ferences between this year’s statement and last year’s statement and to 
use them as hints as to possible points of trouble. If he sees something 
there that gives rise to suspicion, a broker-dealer inspection is imme 
diately run on that dealer. 

Now, we are trying to introduce that practice, now peculiar to that 
office, in each of our regional offices. 

Mr. Bennett. I would like to ask you a question with respect to reg- 
istration procedure. 

During the course of our hearings a year or two ago, we had a lot 
of testimony on the part of private firms who said they were doing 
their financing by private placements rather than going through the 
sake: as they put it, involved and technical procedure, and red tape, 
that the Commission requires in its administrative processes. 

Now, is the Commission giving any attention to that subject? 
There has been a lot of complaint about that. I do not know how jus- 
tifiable it is, but there has been a lot of complaint that more and more, 
each year, private concerns are selling their securities to one purchaser. 
They find it easier to peddle an issue to an insurance company than 
they do to sell it on the market. It may be that many private in- 
vestors, who are interested in such securities are being deprived of an 
opportunity to invest in some desirable securities. If the Commission, 
by its rules and regulations, is making these registration procedures so 
long, involved, expensive, and difficult, the effect may be to force people 
to channel their financing into private hands. It seems to me that it 
would be well worth while to explore this subject. 

For years, the complaint has been made before the committee that 
the voluminous red tape and the heavy legal, accounting and other 
fees and costs that are involved in the registration process have made 
it practically impossible for a small concern to market its securities 
publicly. 

Have you given that any consideration ? 

Commissioner Demmurr. Not only have we given that considera 
tion, I would say that that is present in our thoughts day by day, and 
I say that with the utmost sincerity. 

You must start out, Mr. Bennett, however, with this in mind, that the 
Securities Act contains as a part of it a so-called schedule A, which 
lists the categories of information which must be included in the regis- 
tration statement. 


hese 
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Schedule A is a part of the act. It is not a regulation of the Com 
mission. 

Now, there is a section of the act which states that the Commission, 
by rule or regulation appropriate in the public interest and for the 
protection of investors, may pre ‘scribe additional informational 
quirements or diminish the informational requirements. Neverthe 
less, the fact that schedule A is there prescribed by an act of Congress 
seems to me to indicate that there are very definite legal limitations be 
vend which we may not go in the process ot simplifying registration 
requirements. 

However, keeping that in mind, the Commission has done, and is in 
the process of doing, a great many thing which should lead to simpli- 
fication. One of them, for example, is embodied in the amendment 
proposal which is being considered by the committee this morning, 
namely, the elimination in a registration statement or prospectus of a 
long analysis of certain provisions of the trust indenture. 

Now, I have written some prospectuses when I was practicing law 
and I know that it is imposible to have any simple statement of inden- 
ture provisions. I know that nobody but an investment analyst would 
ever be interested in reading them, and he would read them in the in- 
denture and not in the prospectus. 

Our amendment proposal embodied in this bill here eliminates the 
necessity of including that particular item. 

Now, on the matter of the smaller issuer of whom you speak, the 
amendinent today proposes an increase from $300,000 to $500,000 in 
the maximum permissible exemption for small issues. That amend 
ment would introduce or add a number of securities to the class fon 
which the simplified exempt offering circular procedure is available, 
a circular which is processed in the regional office, which requires 
simple informational matter. 

Now, private placements as distinguished from public offerings are 
something which affects the larger issuers rather more than the 
smaller issuers. As to that problem we propose to attack it by a 
simplified form of registration statement for high-grade, institutional 
type private placement type. debt securities. That will be a much 
shorter form of registration statement. 

It is felt that many informational requirements now generally re- 
quired in registration statements are not applicable to the high-grade 
debt securities. Consequently we feel that, consistent with the intent 
of schedule A in the act to which I referred, a registration statement 
for such securities could be shortened. If the registration statement 
is shortened, the period required to analyze it at the Commission is 

shortened and as a consequence the public offering would be more 
competitive with private placement. 

That is something that we are working on. We have not formally 
circulated or proposed the shortened form for adoption, because of 
the fact that it can be compiled more intelligently after we know the 
fate of this bill, that is, so far as the omission of some of the analyses 
of the indenture provisions are concerned ; but we are working on that 
problem very hard. If we shorten the registration statement we 
thereby shorten the processing time and may accelerate the effective- 
ness of the registration statement for these institutional grade debt 
securities, “blue chips” in the debt-security field. The shortening of 
time is just as important as the elimination of paperwork, because it 
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can enable the issuer to know what he is getting for his security and 
not have it subject to the fluctuations of the market during a long 
period of time while the registration statement is being analy zed. We 
are working on that very hard. 

Mr. Bennerr. Under the present law, securities cannot be sold, 

I understand it, and no solic itation for their sale can be made eel ior 
to the effective date of the registration statement. 

Is it proposed in the bill we are now considering to modify that 
provision ? 

Commissioner Demmurr. That is right, sir. The prepared state- 
ment which has been submitted outlines that in detail: that is, the 
degree of modification in that provision. 

It is presently permissible to make oral solicitation of offers to buy 
and to make oral offers to sell intrastate, even during the waiting 
period. There is nothing in the existing law which prohibits that. 

This bill specifically and expressly permits the making of offers 
during the waiting period but not the making of sales or contracts of 
sale, or contracts to sell. Those are still unlawful: unlawful if made 

during the waiting period. 

Mr. Bennett. Now, what is the purpose of that? 

Commissioner Demmuer. The purpose of that is to conform the 
law—the statutory provision—to the practices which have in fact 
developed over the years. 

The philosophy of the act is to require the dissemination of infor 

ation during the waiting period. 

"The Commission has promulgated rules, and these rules have been 
in effect for many years, which permit, and indeed require, during the 
waiting period the circularization of a so-called red herring pros- 
pectus. The red herring prospectus is stated not to be an offer to sell; 
it is stated to be just information, but those red herring prospectuses 
are circulated by people in the selling department of underwriting 
houses. It is very doubtful whether the customer who is handed a 
red herring prospectus realizes that he is being given information, 
but is not being solicited. He knows that the salesman who is ap- 
proaching him is in fact interested in ultimately making a sale. 

The Commission says the red herring prospectus is not an offer. 
As a matter of fact the prospectus usually refers to the securities 
“offered hereby,” but there is printed on the prospectus this red her- 

ring legend which states. 
A registration statement relating to the securities referred to herein has been 
filed with the Securities and Exchange Commission but has not yet become 
effective. Information contained herein is for informative purposes only and 
is subject to correction and change without notice. Under no circumstances is 
it to be considered a prospectus, or as an offer to sell, or the solicitation of an 
offer to buy the securities referred to herein— 

Mr. Bennett. Now, just interrupting—— 

Commissioner DeEMMLeER (continuing). May I complete this for the 
record, because I am reading what the red herring says. 

Mr. Bennett. Yes. 

Commissioner DEMMLER (continuing) : 


No offer to buy or sell any such securities should be made and no order to pur- 
chase the securities herein referred to will be accepted unless and until a regis- 
tration statement under the Federal Securities Act of 1933 relating to the se 
curities herein referred to has become effective. 
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That language is required by the rules. 

So that in effect the Commission permits, in fact encourages and 
requires, the dissemination of this information about a security dur- 
ing the waiting period. 

The proposed amendment in effect eliminates whatever element of 
legal fiction there may be about the present pre actice which in effect 

says, by rule, that the document offering the security is not an offer 
because it has the red herring legend. 

Mr. Bennerr. One cannot offer or sell, under the present law, be 
fore the effective date is that correct ? 

Commissioner Demmuurr. That is correct. 

Mr. Bennerr. If the law is changed, do you not think that you 
would be opening up a practice on the part of brokers and dealers 
which eventually might lead to actual sales, or negotiations for sales 
prior to the time of the effective date of the registration statement? 

Commissioner Deamerr. The rulemaking powel of the Commission 


with respect to the processing of the summary documents like the red 
herring and the identifying statements whic ch are now used will remain 
unimpaived. It will remain a criminal and unlawful act to complete 


a sale dent ing the waiting period. 

The proposed ame! dh ent 1s de ioned as nearly as possible fo con 
form the wording of the statute to what in effect is the present prac 
tice. Yes, offers during the waiting pel iod will be permitted. 

Mr. Bennerr. You mean that presently brokers or dealers are vio 
lating this regulation ? 

Commissioner Demmurer. What I mean, sir, is that they are using 
these red herring prospectuses and identifying statements, which the 


Commission requires that they use, and has so oe ired for some time, 
in inviting inquiries from people as to whether or not they wish to 
express Interest in — security. 

The so-called id ntifying tetement has a little form for you to send 


your name in and get a prospectus. 

Now, l doubt if the ave rave member of the publ Cc understands the 
difference between the stated use of these documents and an offer. 

Mr. Bennerr. But, are brokers and dealers violating this present 
law and the present regulations in regard to solicitations and offers? 
You say that the practice has grown up. 

Commissioner Demmurr. Not the present act. Under our rules we 
simply define the red herring prospectus «nd so-called identifying 
statement and the use of certain so-called blue sheets from statistical] 
services, and solicitation of that kind of material as not constituting 
an offer. 

Mr. Bennett. Well, then, what are you trying to accomplish ? 

Commissioner Demmier. What we are trying to accomplish is a 
statutory statement in accord with what is in fact the present practice 
in order not to have so many activities which are presently being car 
ried out under a slight atmosphere of uncertainty as to whether or not 
they are violations of the law. There isa great reluctance for example 
on the part of dealers to use these red herring prospectuses. There 
s a great reluctance on the part of dealers to use the identifying state- 
ment, which our rules require, because of a doubt on their part and 
perhaps more on a lawyers’ part as to how far you can go in doing 
what our rules in fact require. In consequence, the information in 
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the registration statement is not as widely distributed to investors as 
was intended by Congress. 

Mr. Bennerr. Under your proposal you would permit brokers and 
dealers to take eve Vv ste P in relation to marketing the securities, except 
the final acce ptance of he offer to buy or sell, prior to the effective 
date. Is that what you intend to do? 

Commissioner Demuuer. May I answer that question this way? 
Provided the offering technique is within the requirements of the 
statute, then offering may be made, but no sales or contracts of sale 
may be made prior to the effective date. 

Now, the kind of selling literature which will be used in connection 
with these pree ffective offers will be selling literature which is proc- 
essed by the Commission, just as the present red herring is processed 
by the Commission, and the selling literature which is used will be 
specifically subject to the statutory liabilities of section 12 and section 
17 of the act. 

Mr. Bennerr. Well, but under the present law and under your 
regulations, a dealer may not come to me and say, “I have securities 
X forsale. Would you like to buy some?” 

Commissioner Demmurr. He may, orally, yes. 

Mr. Bennerr. He may orally? 

Commissioner Deemer. Yes, sir. 

Mr. Bennerr. But he cannot do it in w eng: 

ae Demmuer. And under the bill he cannot do so in 

riting., unless by means of a processed writing. 

hte, Bennett. Well, if your proposal is eee, the dealer may 
send out literature offering to sell a security or do anything else w ith 
respect to selling, like advertising them ? 

Commissioner Demmuer. No, sir: no, sir. 

Mr. Bennerr. Up to the point of not actually consummating the 
deal ? 

Commissioner Demmuer. The literature which he may use will 
be literature of the same category which he may presently use, namely, 
a summary such as the identifying statement which is now permitted 
and required, such as the red herring prospectus: a summary which 
is examined and filed with and processed by the Commission; a sum- 
mary which is subject to statutory liabilities; which is subject to 
suspension procedures and to the stop order procedures of section 8 
of the act; and not by any other writing. 

Mr. Bennett. Well, can a dealer presently advertise in the news 
papers for example that he has securities for sale ¢ 

Commissioner Demmier. Well, he may use some advertising data, 
preeffectively, such as the so-called identifying statement. Under the 
new—— 

Mr. Bennett. Well, your answer is now, he cannot. 

Commissioner Demmier. What is that ? 

Mr. Bennerr. Your answer is no? 

Commissioner Demmtuer. Presently and under the bill he may not 
advertise preeffectively except by means specifically prese ribed by 
rules, just as the identifying statement now is. 

Mr. Bennet. If this bill is enacted, would you issue new rules 
providing what the brokers and dealers may do? 

Commissioner Demmuer. The new rules—they will in effect be new 
rules—actually, I think would be safe in prophesying that the new 
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rules would be merely modifications of the existing rules, in order to 
conform to the statute, if the bill is enacted. 

Mr. Bennett. I just have one more question, Mr. Chairman. 

1 understand that under your present rules, the securities marketed 
by public utilities must be sold on the basis of competitive bidding. 
I also understand that the Commission is presently considering a 
modification of that rule. Is that true? 

Commissioner DemMturr. That, sir, is an oversimplified statement 
and I would like to answer that rather completely if I may. 

Before we leave the subject of preetfective offerings, I wonder if 
I might put into the record the Commission’s present rule 131 and 
rule 132 under the Securities Act, which describes the permissive and 
mandatory matters with relation to red herring prospectuses and 
identifying statements. 

I am not trying to duck vour question with respect to compet tive 
bidding. 

(The rules above referred to are as follows:) 

Rule 131. Definition, for certain purposes of “Offer to Sell,” “Offer for Sale,” 
‘Attempt or Offer to Disnose of.” and “Nolicitation of an Offer to Buy” ae 
used in Nection 2 (38) 


(a) Sending or giving to any person, before a registration statement becomes 
effective, a copy of the proposed form of prospectus filed as a part o ch regis 
tration statement, shal! not in itself constitute an “offer to sell,” “offer for sale,” 
‘attempt or offer to dispose of,” or “solicitation of an offer to buy” as used in 


section 2 (3) of the Act: 
Provided 

(1) Such proposed form of prospectus contains substantially the informa 
tion required by the Act and the rules and regulations thereunder to be included 
in a prospectus for registered securities, or contains substantially that informa 
tion except for the omission of information with respect to the offering price, 
underwriting discounts or commissions, discounts or commissions to dealers, 
amount of proceeds, conversion rates, call prices, or other matters dependent 
upon the offering price, and 

(2) Kach page of every copy of such proposed form of prospectus contains 
the following statement printed in red ink in type as large us that used generally 
in the body thereof: 


“A registration statement relating to the securities referred to herein 
has been filed with the Securities and Exchange Commission, but has not 
yet become effective Information contained herein is for informative 


purposes only, and is subject to correction and change without notice. Under 
no circumstances is it to be considered a prospectus, or as an offer to sell, 
or the solicitation of an offer to buy the securities referred to herein. No 
offer to buy or sell any such securities should be made and no order to 
purchase the securities herein referred to will be accepted unless and unti 
a registration statement under the Federal Securities Act of 1933 relating 
to the securities herein referred to has become effective.” 


(b) This rule shall not apply to the sending or giving of any proposed form 
of prospectus if, at the time such proposed form of prospectus is sent or given 
to any person, the registration statement is the subject of pending proceed 
ings under section 8 (b), 8 (cd), or 8 (e) of the Act, or of an order entered 
under any of such sections. 


Rule 182. Definitions of “Offer to Sell,” “Offer for Sale,’ “Attempt or Offer to 
Dispose of,” and “Solicitation of an Offer to Buy” as Used in Section 2 (3) 
in Connection with Certain Identifying Statements. 

(a) General provision. For purposes of Section 5 only, sending or giving 
to any person or publishing an identifying statement, and communications be 
tween underwriters and dealers reasonably related to the contemplated use and 
distribution of an identifying statement and proposed form of prospectus, shall 
not constitute an “offer to sell,” “offer for sale,” “attempt or offer to dispose 
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of,” or “solicitation of an offer to buy” as used in Section 2 (3) of the Act: 
Provided, That the identifying statement is not used until ten days after it has 
been filed as a part of a registration statement under the Securities Act of 
1933, unless the Commission notifies the issuer that it may be used earlier. 

(b) Definition of “identifying statement” and “proposed form of prospectus.” 
lor the purpose of this rule, the term “identifying statement” means a written 
communication or advertisement meeting the requirements set forth below ; 
the term “proposed form of prospectus” means a document meeting the require- 
ments of Rule 131. 

(c) Required information. 

(lL) The identifying statement shall contain the following legend in type as 
large as that used generally in the body thereof : 

“This is not an offer to sell these securities They are subject to the 
registration and prospectus requirements of the Federal Securities Act. 
Information about the issuer, the securities, and the circumstances of the 
offering is contained in the prospectus which must be given to the buyer.” 

(2) The identifying statement shall indicate from whom copies of the pros- 
pectus or proposed form of prospectus may be obtained and shall include a 
detachable form for use in requesting such copies: Provided, That this informa- 
tion need not be included in the identifying statement as filed, in which event it 
must be added by the person who sends, gives, or publishes the statement. The 
detachable form shall be substantially as follows: Please send me a copy of the 
prospectus [or proposed form of prospectus] relating to 


Name 
Address fre Bi. oe VE i Sickie 

(d) Optional information. The identifying statement as used may briefly 
state any or all of the following items of information, which need not follow the 
numerical sequence of this paragraph. 

(1) the title of the security: 

(2) the name of the issuer; 

(3) the general type of business of the issuer ; 

(4) the price of the security ; 

(5) the yield, in the case of a debt security with a fixed interest provision ; 

(6) the price at which, the conditions upon which, and the time when, the 
security may be redeemed or converted or exchanged or, if the security is a right 
or warrant or is offered by means of a right or warrant, the terms of such right 
or warrant with respect to price and the conditions and time of exercise; 

(7) whether the security is being offered in connection with a distribution 
by the issuer or in connection with a distribution by a security holder or both; 

(8) whether the security is traded over the counter or is, or is reasonably 
expected to be, listed or admitted to unlisted trading privileges on specified 
exchanges ; 

(9) whether, in the opinion of counsel, the security is a legal investment for 
savings banks, fiduciaries, insurance companies, or other similar investors under 
the laws of any State or Territory or the District of Columbia: 

(10) whether, in the opinion of counsel, the security is exempt from specified 
taxes: 

(11) the extent to which the issuer has agreed to pay any tax with respect 
to the security or measured by the income therefrom ; 

(12) whether the issue represents new financing or a refunding operation 
or both; 

(18) the title and number of shares or other units or (in the case of debt 
securities) principal amount of each class of outstanding securities ; 

(14) the amount of securities being offered ; 

(15) a legend in substantially the following form (or any part thereof) : 

“The registration statement covering these securities is not yet effective. No 
offer to buy or sell the securities should be made and no offer to purchase the 
securities will be accepted until the registration statement has become effective. 
The publication of this notice is no assurance that the proposed offering will be 
made or as to the amount of securities, if any, that will be available for 
distribution by this firm.” 

(16) any legend required by law of a State in which the identifying state- 
ment is to be used. 

(e) Prohibited statements. The identifying statement shall not contain any 
information other than that specified above. 
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(f) Variance between identifying statement as filed and as used. The identi- 
fying statement as used shall be a copy of the identifying statement as filed with 
the Commission, provided: 

(1) the identifying statement as used shall include the statement and form 
specified in paragraph (¢) (2) and may include the legends specified in para- 
graphs (d) (15) and (d) (16), even though such statements, legends and forms 
are not included in the identifying statement as filed with the Commission ; 

(2) any person using the identifying statement may omit any item of infor- 
mation specified in paragraph (d), even though such information is contained 
in the identifying statement as filed with the Commission ; 

(3) where an amendment to the identifying statement is filed with the Com- 
mission, any person using the identifying statement shall incorporate the 
amendment as promptly as practicable, except as otherwise provided in clause 
(2) of this paragraph; 

(4) after the effective date of the registration statement, any person using 
the identifying statement shall make such corrections in the information con- 
tained therein as, to his knowledge, may be necessary to prevent it from being 
misleading. 

(9) Proceedings under Section 8. This rule shall not apply when the regis- 
tration statement is the subject of public proceedings which are pending under 
Sections 8 (0), 8 (d@), or 8 (e) of the Act, or of a public order entered under 
any of such sections. 

Mr. Bennett. If the proposal you have made is adopted, there 
would not be any more red herring prospectuses, would there? 

Commissioner Demoter. It may have a different name, but it will 
still be a preliminary prospectus which is a kind of a synonym for red 
herring prospectus. 

(After informal] discussion off the record :) 

The CuairmMan. Have you finished, Mr. Bennett? 

Mr. Bennetr. I had a couple of questions, about competitive bid- 
ding, relating to the marketing of public utility securities. 

Perhaps it would be better if I asked you what the Commission’s 
rule is with respect to marketing public utility issues at the present 
time. 

Commissioner DemMuer. First, public offerings of public utilities 
securities —— ally are subject to the Securities Act of 193: 

Under the Securities Act of 1933, there is no requirement with 
respect to the manner in which such securities are marketed, whether 
by negotiated underwritten transactions or by private placements, or 
by competitive bidding, and a large number of ssuditied of public 
utility companies are ‘being offered by negotiated transactions. A 
large number are offered by voluntary competitive bidding. 

A large number of public utility securities are, however, subject 
to the provisions of the Public Utility Holding Company Act of 1935. 

The so-called Rule U-50, of the Commission applies only to the issue 
of securities by public utility holding companies and by public utility 
comps anies which are subsidiaries of ‘public utility holding companies. 

So that a public utility company which is not a subsidiary of a 
— utility holding company is not subject to the Public Utility 

folding Company Act of 1935. Hence, its offerings of securities 
are not subject to our competitive bidding rules. 

Mr. Bennetr. What isthe purpose of that rule ? 

Commissioner DemMierR. May I finish my answer to your question, 
sir? 

Mr. Bennett. Yes, sir. 

Commissioner Demmter. Now, the Public Utility Holding Com- 
pany Act of 1935, in section 6 (a), requires that an issue of securities 
by a public utility holding company or by one of its subsidiaries shall 
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be the subject of a declaration filed with the Commission under section 
7 of the Holding Company Act. 

Section 6 (b) of the act states, however, that the provisions of sub- 
section (a), shall not apply to the issues or sales of any securities by 
any aaode company of a registered holding company, if the 
issue and sale of such securities are sold for the purpose of financing 
the business of such subsidiary company and have been expressly au- 
thorized by the State commission of the State in which such sub 
sidiary is organized and doing business. 

In other words, the requirements for proceeding before the Com 
mission or for the issue of a security only after a declaration has been 
filed with the Commission are not applic ‘able in the case of securities 
issued by a subsidiary if such security issue is expressly authorized 
by the State commission of the State in which the subsidiary is 
incorporated and in which it does business. 

The statute, however, puts the Commission on a very warm spot, 
because it says that the Commission by rules, regulation, or orders, 
subject to such terms and conditions as it deems appropriate in the 
public interest or for the protection of investors or consumers, shall 
exempt. 

When the public-utility holding company bill was passed by the 
House there was a flat exemption of issues of public-u tility companies 
which were expressly authorized by the State commission. 

The Senate had no such exemption, and this present language was 
put into the bill in conference. 

The Commission, therefore, with respect to issues of this class is 
faced first with a congressional mandate that it “shall exempt,” and 
secondly with a statement that the action of the Commission be 
“subject to such terms and conditions as it deems appropriate in the 
public interest or for the protection of investors or consumers.” 

\lso, at the time the bill was introduced, there was a requirement 
for competitive bidding. That is not in the act. 

From 1935 until 1941, there was no rule with respect to competitive 
bidding. In 1941, rule U-50 was adopted. Rule U-50 is the rule 
that provides that, in the normal case, subject to certain exceptions 
which it is not necessary to go into here, competitive bidding is 
required. 

Now, when—— 

Mr. Bennerr. What do you propose to do about that ? 

Commissioner Demmuer. I would like to answer this fully, if I 
may. 

When you look at what has been done under section 6 (a) and 6 (b) 
of the act, the practice of the Commission, historically, has been to 
grant this exemption under section 6 (b), which says shall exempt, 
subject to terms and conditions, on the condition that the marketing 
comply with the various provisions from which it is requesting 
exemption. 

In other words, an exempt company is treated no different from a 
nonexempt oenpeny except it calls the paper it files with the Com- 
mission an application for exemption, and the nonexempt company 


calls its paper a declaration. 

It struck me, I might say, when I was contemplating coming down 
here, and it has been something I have thought about for some oe 
that it is not quite right to just read out the ‘words “shall exempt” 
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our administration of the statute. So we began to consider various 
things around the Commission’s table to breathe a little more life into 
that statutory language “shall exempt,” and about that same time we 
began to get from various public-utility companies requests for spe- 
cifie exemptions from our competitive-bidding rule. We got those 
requests during the summer and fall, because the bond market was 
hot too good, and these companies which had preferved and common 
stock to sell came to us and said, “We think we ougiit to be able to 
have negotiated transactions because s it we negotiate the transactions, 


the underwriter will go out and do a better St |] Ine iob if he thinks he 
is going to get the ceal. We can do better by negotiating than we 


an with competitive bidding.” 

We had no real standard by which to judge whether or not to grant 
in exemption from competitive bidding. 

The concurrence of those requests, many of which were denied, plus 
the fact that the statute does say “shall exempt,” that made us feel 
that the exemption in the statute must mean something; that the 
exemption in the statute was designed to prevent a duplicative regula 
tory proceedings, one in the State and one before the Commission; and 
that, at least, we should give study to the question whether or not there 
should be compulsory competitive bidding in those cases. 

We felt that we should give study to the idea of exempting from 
‘ompetitive bidding those issues, and only those issues, which were 
e xpressly ap proved by the State regul: atory bodies. 

Now, let me make it clear that the Commission is only giving study 
to this subject. We have circulated a proposal. We have had one 
public hearing. We have made available to everybody the comments 
which were submitted by everybody else on the subject. We have 
nvited additional comments. We have called upon the commissions 
of the several States to submit their comments. We are having an 
adjourned public hearing. After we get that mass of material, I think 
we will be in a position to have our own staff sit down with us and 
determine whether or not it would be proper to give effect to this sec- 
tion 6 (b) —— in that particularly narrow area. 

I think it is also correct for us to give some consideraiton to the 
opinion of , 1e United States District Court for the Southern District 
of New York which was handed down in the investment bankers’ 
antitrust case. Part VI of the opinion deals with the subject of com- 
petitive bidding and indicates that, as a result of a judicial review of 
the subject as distinguished from the other studies which had been 

made, there may be some question as to how much good competitive 
bid ling does and as to the strong public pressures which were brought 
at the time of the original adoption of the competitive-bidding rule. 

Now, let me make it clear once again, this ts a subject that we feel 
we have a moral and legal obligation to study, but we are not making 
any predetermination of it 

z he ( ‘HAIRMAN. It is not in the bill. 

Commissioner DemMter. It is not in this bill. 

I would like, if L may, sir, in view of the qpeeone, to suggest that 
part VI of Judge Medina’s opinion, which I referred to in the case 
of the southern district of New York, might be added to the record. 

The CrHamman. Well, so long as we have gone into it as far as we 
have, without it being a part of the subject of the legislation before us, 













































58 AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 

I do not think it would do any harm to let you put that into the record, 

as you have just suggested, so that it will be made a part of the record 
(The matter referred to is as follows :) 





[From the Opinion of Judge Medina, Investment Bankers’ Anti-Trust Case] 


Part VI. ALLEGED CONSPIRATORIAL OPPOSITION OF THE SEVENTEEN DEFENDANT 
BANKING FIRMs To “SHOPPING AROUND,” AND TO THE CAMPAIGN FOR COMPULSORY 
PUBLIC SEALED BIDDING; AND THE ALLEGED ADOPTION OF DEVICES TO SABOTAGE 
SEC Rute U-50 ~np Computsory Pusiic SEALED BrppING IN GENERAL 


There is considerable evidence in the record on this subject, which was in the 
beginning said to be an important part of the government case, as it was supposed 
to lend support to the “traditional banker” concept. and also to constitute sub- 
stantial proof of the way in which the 17 defendant banking firms carried out 
some of the essential terms of the conspiratorial scheme. 

The charge against “the defendants” on this phase of the case is comprehensive 
and has many aspects. Boiled down to essentials, government counsel undertook 
to prove: (1) that “the defendants” were opposed to public sealed bidding gen- 
erally; (2) that they agreed “‘to prevent, restrain, minimize, and discredit the 
use of competitive bidding, private placements, agency purchases, and agency 
sales” by various means, and by “seeking to prevent the adoption by duly au- 
thorized Federal and State administrative agencies of rules and regulations 
requiring security issues to be sold at competitive bidding,” and that they sought 
to “induce” and “coerce” issuers not to resort to competitive bidding, private 
placements or agency transactions: and (3) that “the defendants” further agreed 
to “eliminate and prevent” competition for security issues offered at competitive 
bidding and “to circumvent” or sabotage the regulatory orders of Federal and 
State administrative agencies requiring competitive bidding, by “forming overly 
large” public sealed bidding accounts, and by the elimination of potential com- 
peting accounts through the “device” of inducing leading investment bankers to 
join defendants’ accounts by offering them substantially equal participations with 
that of the manager, and by reducing substantially or eliminating defendants’ 
management fees. 

As part of this phase of the overall, integrated conspiracy and combination, 
“the defendants” are further charged with entering into an agreement to induce 
institutional investors to refrain from making bids for security issues offered 
at competitive public sealed bidding. This will be the subject of comment in 
Part VII of this opinion, relating to the so-called “Pink” agreement. 

We need not tarry over the charge relating to private placements and agency 
transactions. This has been overwhelmingly disproved. Indeed, the effort to 
sustain this part of plaintiff's allegations was no more than perfunctory. The 
only firm thoroughly committed to opposition to private placements appears to 
be Halsey Stuart, which apparently would have most if not practically all 
security issues disposed of by public sealed bidding, a field in which Halsey 
Stuart, with its large capital, specialized pricing experience and know-how, has 
met with such conspicuous success. 

As with every other feature of this complicated case, we shall find that here 
again there was no joint action whatever by any conspiratorial combination. 
The views expressed by individuals connected with a few of the defendant firms, 
and the policies adopted by some of them, with respect to competitive bidding 
and “shopping around,” are conceded to have been formed in good faith. It is 
not disputed that the views thus expressed were the genuine views of those who 
formulated them; nor is it claimed that they lack merit or were part of any 
artificial camouflage or pretense. Indeed, there is proof that these same views 
were shared by many nondefendant investment banking firms not named as co- 
conspirators, and by issuers and investors as well. 


GENERAL VIEWS ON COMPETITIVE BIDDING AND THE ADVANTAGES TO ISSUES ARISING 
OUT OF CONTINUING BANKER RELATIONSHIPS 


Fundamentally, the contentions of government counsel on this and other 
phases of the case stem from a misconception of the investment banking business. 
And yet the advantages to an issuer, which are incidents of a continuing relation- 
ship with a good investment banker, seem too obvious for comment. In every 
business the customer feels that there are cogent reasons why he should con- 
tinue with the firm which has rendered good service in the past. But with a 
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series of security issues, the saving in the time and labor of the officers and em- 
ployees of an issuer, which would have to be spent in teaching a new investment 
banker the intricacies of the business, and the financial set up of the company, 
are a matter of real consequence ; and it must not be forgotten that many of the 
matters to be discussed are of such a character that company officials desire to 
have such conversations only with those whom they trust, and in whose integrity 
and competence they have complete confidence. 

The views expressed by Harold Stanley in his memorandum of November 29, 
1939, for submission to the TNEC, make sense to me; the wonder is, why did 
the TNEC fail to accept it and make it part of the record of their proceedings.’ 
Whenever an investigating body, thought to have positive views on a subject, 
refuses to hear the other side, the effect may be, at least to some extent, to 
impair the validity of the very proceedings themselves. In view of the failure 
by plaintiff to produce in this adversary proceeding any convincing testimony 
of the domination of even a single issuer by any one, or all, or any combination 
of the defendant ijirms, it is interesting to read Stanley’s denial of “banker 
aomination,” and his forthright challenge on the subject, whitch follow : 

“One critic has recently gone so far as to say that, even though competitive 
bidding has some disadvantages, it should be made universal because it is the 
only way in which companies can be freed from ‘banker domination.’ What- 
ever may have been said pro and con about the existence of so-called banker 
domination in the past, the truth is that it simply does not exist today, and 
iny contention to the contrary must be based only on ignorance or wilful mis- 
interpretation of the facts. Allegations of ‘banker domination,’ like those of 
the ‘spider web’ theory of control, have been repeated so often and arbitrarily, 
and so fancifully, that they shape the thinking on economic questions of many 
well-meaning and intelligent citizens who have never stopped to analyze the 
hiatter or who have had little opportunity to form their own views about industry 
at first hand. For the most part such talk has been advanced by persons who 
have had no practical experience in banking or in industry and by persons intent 
on creating sentiment for the abolition of private enterprise.” 

Morgan Stanley and Kuhn Loeb had opposed competitive bidding for years 
and had refused to submit sealed bids, perhaps with some exceptions in the case 
of Kuhn Loeb; and representatives of each had insisted on the advantages which 
accrue to issuers from continuing banker relationships. As early as October 25, 
1922, and long prior to the ruling with respect to equipment trust certificates, 
Kuhn Loeb had submitted a lengthy memorandum to the ICC on “The Marketing 
of American Railroad Securities,” opposing compulsory public sealed bidding. 
Individuals connected with a few of the other defendant firms had expressed 
somewhat similar views. Edward B. Hall, of Harris Hall, took the same position 
in a speech he made as president of The Investment Bankers Association at the 
Sond Club of New York on April 21, 1937. This had nothing to do with any 
conspiracy. 

Without attempting again to consider the evidence applicable to each of the 
17 defendant firms, it will suffice to say, that as to some there is no proof in the 
record that they had formuluted any policy or entertained any views on the 
subject, and as to others, the stipulated static data prove that they actively 
managed and participated in numerous public sealed bidding accounts, long 
before public sealed bidding was made compulsory as to certain types of securities 
of certain classes of issuers hereinafter referred to. 


THE EATON-YOUNG-HALSEY STUART CAMPAIGN 


The less said about the fight for compulsory public sealed bidding the better 
It is an unsavory subject. Success, to the extent covered by SEC Rule U-50, 
effective May 7, 1941, concerning the securities of issuers affected by the Public 
Utility Holding Company Act of 1935, and by the ruling in Ex parte 158’ by 
the ICC, effective July 1, 1944, relative to debt issues of railroad securities, came 
partly as the result of arguments addressed to the merits, but partly also, and in 
no small measure, as the result of a campaign of misrepresentation and pressure, 
a el eatin 

t Numerous documents were placed in evidence in this case by government counsel, chiefly 
in the nature of compilations of statistical data, which had been prepared by some of the 
defendant firms at the request of and sent to Morgan Stanley. While it was claimed by 
vovernment counsel that this indicated some monopoly power, it soon became evident that 
the information had been solicited in an endeavor to fulfill demands by the TNEC for this 
information, and that no inferences of conspiratorial combination or monopoly power were 
justified. 

> (1944) 257 ICC 129 
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politieal and otherwise, described by Young as “putting the heat on,” in which 
revenge for real or fancied wrongs played no small part. 

The idea perhaps originated with the loss of the Insull business by Hal- 
sey Stuart, which in the 1925-31 period had amounted to the amazing total of 
$2,250,000,000. Whether or not such was its origin, the campaign was in full 
swing shortly after the purchase by Halsey Stuart and Otis of a $30,000,000 issue 
of Chesapeake & Ohio refunding and improvement mortgage bonds on December 
10. 1988. The ingenuity displayed by Eaton and Young, in outwitting Harold 
Stanley and Elisha Walker, deserves description, but I shall pass it by. Harold 
L. Stuart was unaware of much that was done, and later believed statements 
that Morgan Stanley and Kuhn Loeb had made a bid, whereas the proof before 
me establishes in the clearest possible manner that they did not 

Thereafter, in one financing after another, the pressure campaign of “putting 
the heat on,” forced one issner after another to resort to public scaled bidding, 


despite the wishes of the management to negotiate with Morgan Stanley. The 
difficulty was that there was no forum at which the misstatements of fact could 
be exposed, and the prospect of a public exchange of vituperation with Eaton and 


Young was far from alluring, to say nothing of the distaste for threatened stock- 
holders’ snits, telegrams to political figures in high places, news releases, and 


magazine articles 

It seems a pity that the whole subject could not have been threshed out in a 
manner more in keeping with its importance to our national economy, rather 
than in such an atmosphere of bitter invective. While there is doubtless much 


to he said on each side, and the subject is far more difficult and complicated than 
me unfamiliar with such matters would at first suppose, it is clear to me that it 
is no part of my function to pass on the merits of the controversy over competitive 
public sealed bidding; and IT shall not do so 

Morgan Stanley and Kuhn Loeb lost a $12,000,000 issue of Cincinnati Union 
Terminal, which came out at public sealed bidding on February 14, 1939, after 
Eaton and Young had “put the heat on.” Naturally, under the circumstances, 
Morvan Stanley and Kuhn Loeb, who were working together as a group, sub 
mitted no hid: to have done so would merely have played into the hands of their 
adversaries. But other defendant firms did submit bids. Lehman Bros., with 
Eastman Dillon in its account, won. First Boston, whose account included 
Kidder Peabody, was second; and Halsey Stuart and Otis submitted the lowest 
bid. 

Morgan Stanley commenced a particularly complicated negotiation with Ter- 
minal Railroad of St. Louis on February 9, 1939; there were frequent meetings 
with the Finance Committee and counsel, as a result of which the proposed issue 
was formulated and the various documents prepared. But nothing was of any 
avail against the hundreds of telegrams to directors, Interstate Commerce Com- 
missioners, political figures, life-insurance executives, and the presidents of the 
16 guarantor railroads. The old misrepresentations were renewed, press releases 
given to the Associated Press, Time magazine, and newspapers; and the manage- 
ment gave in. 

The most curious feature of the whole affair is that it is supposed to be some 
proof of conspiracy, when it is shown not only that Morgan Stanley submitted no 
bid, but also that it politely refused to accept from the Terminal Railroad of St. 
Louis the compensation offered for its services rendered in formulating the plan 
and shaping up this complicated transaction. To have accepted compensation 
when none was legally due, would have furnished Eaton and Young with another 
weapon to use against Morgan Stanley in the next engagement, which followed 
shortly thereafter. 

Had the offer been accepted, the amount of compensation paid would doubtless 
have been large, and perhaps government counsel expected this factor to affect 
my judgment. A judge, when on unfamiliar ground, must be careful not to infer 
wrongdoing simply because the figures in dollars are so much higher than he 
has been accustomed to deal with. When, in the early stages of the trial, evidence 
was offered of the commissions or fees paid to J. P. Morgan & Co. in connection 
with the Anglo-French loan in 1915, without any proof of what had been done 
to warrant the payment of such amounts, I inquired of counsel for the government 
whether it was claimed that the amount was exorbitant, as one of the allegations 
of the complaint charged that an effect of the conspiracy was that exorbitant 
spreads had been foisted upon issuers. As soon as counsel for the government 
were informed that IT would have to be guided by expert testimony on such 
a subject, of which I knew nothing, the matter was taken under advisement, and 
the charge of exorbitant spreads was later withdrawn. 





' 





AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 61 


Eaton, Young and Halsey Stuart pursued the same tactics in connection with 
other security issues in 1989, 1940, 1941 and 19435; but there is no occasion to 
follow the details. 

As we slall see when we come to the informal conference at the SEC, attended 
by those invited to express their views relating to the then proposed rule U-50, 
Stanley and Stuart had a conversation just after the conclusion of one of the 
sessions, which Stuart describes in his testimony in this case, as follows: 

“The WITNEss. I think I said to this effect: ‘Can’t you see by the attitude of 
the Commissicners that they are in favor of competitive biddi because all you 
fellows that have been up there before them today, they have put you on the 
defensive?’ and he said, ‘No, I don’t think so, he said, ‘I think we are going tuo 
beat it’ I think that was it.” 

Stanley would not have felt so confident had he known that Stuart had, accord- 
ing to his testimony before me, been assiduously conferring with the SEC com- 
missioners and members of the staff, over a long period of time, explaining the 
virtues and advantages of public sealed bidding. Stuart knew that his per- 
sistent and long continued ¢fforts had succeeded in impressing the very men who, 
thereafter, were not convinced by the arguments made at the open hearing by 
Stanley and the other investment bankers, defendants and nondefendants, and 
institucioual investors, who were in attendance in response to the invitation to 
come and express their views. 

[t will serve no us°ful purpose to trace further the trail of the Eaton-Young- 
Halsey Stuart campaign, except to say that after their initial success before the 
SEC with rule U-50, this combination redoubled their efforts until they were 
re varded by the much more significant victory evidenced by the ICC ruling in 


1944.* 








RESPONSES TO REQUESTS FROM SEC TO EYPRESS VIEWS RELATIVE TO PROPOSED RULE 
U-50 AND FURTHER AMENDMENTS TO RULE U-12F-2 


On December 28, 1938, pursuant to authority found in the Public Utility Hold- 
int Company Act of 1935, the SEC promulgated rule U-12F-2, effective March 1, 
1939. It contains elaborate provisions, and was amended from time to time. 
We are concerned only with a reference therein to a requirement that, under 
certain statements of fact, no payment of an underwriter’s fee would be approved 
where “there is liable to be or to have been an absence of arm’s-length bargain- 
ing with respect to the transaction.” In the course of time various applications 
for exemption were made to te SEC, and these were occasionally granted on 
con‘ition that there be “shopping around” among a number of investment bank- 
ing houses, rather than a negotiation solely with the firm which had brought out 


‘prior issues. This proved in practice to be unsatisfactory to all concerned. 


Accor inelyv, on March 4, 1940, the Publie Utilities D’vision of the SEC sent out 
form letters, enclosing a copy of rule U-12F-2, stating “We are * * * willing to 
cons der techniqres which may be less burdensome from the standpoint of the 
issuer and more effective from the standpoint of the Commission,” in meeting 
the requirement of competitive conditions and arm’s-length bargainine. The 
numerous investment hankers to whom this letter was sent were invited “to 
submit not later than March 18, 1940, a written memorandum,” relative to a 
questi-n asking for sug’estions concerning methods which might be used to attain 
the desire’? end, The letter itself described “one method, in addition to the 
present ‘affiliate’ rule * * * has been a requirement of proof that the issuer 
has ‘shopped around’ among investment bankers for the most favorable terms.” 


' Certain comments in the ICC ruling in Rv parte 158 (257 ICC 129, 156) are of interest 

“Whie there is a growivg tendency on the rart cf railroad ma ‘ment to exercise its 
choice of method in the merketing of securities most of the rai'rorpds contivue to market 
te bu'k of their cecurities throuch private necotiation with Kvyhn. Loeh & Co. and More: 
Stanlor & Co While these firms cet bv far the larcer port of railroad financing. no facts 
indicatine that this is due to domination of the railroads or to any sinister relationshiy 
have been hroucht to our attenticn In our 52d annual report to Congress (1928) we called 
attention to the fact that banker Inflnerce on railroad managements had at times heen 
marked, hut not alwavs had, and that there was l'tt'e evidence that it was dominant at 
thet tire the vreat railroad barker being the Reconstruction Finance Corporat‘'on No 
evicderce of hanker deminatien of the railroads bas been shown in this preceeding The 
record indiestes that railreads have given and continue to vive the bulk of their business 
to the tro firms because of the quality of service rendered and because the railrords have 
seen no reeson to make a chrnere Nor have pronenents ca'led to our attention any facts 
showire or tending to show that the bankers mainta‘’n their position in railroed finencing 
by cistri*ution of natronage, coercion cf other investment bankers, or favoritism of such 
bankers because of interlocking relationships.” 
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Another method is the possible “use of sealed bids.” The letter adds, “There 
may well be others.” 

Incredible as it may seem, the written replies to this formal invitation by an 
administrative body of the United States Government, asking citizens to express 
their views on a subject which vitally concerned their property interests, were 
offered in evidence by Government counsel as some proof of the existence of the 
conspiracy charged in the complaint, despite the fact that it is not questioned 
but that the views expressed were honestly held and were submitted in good 
faith. 

Hall, of Harris Hall, wrote: 

“We think that ‘shopping around’ for terms is a particularly unintelligent ap- 
proach to the question which has been asked.” 

A long and well-reasoned memorandum by Blyth has this to say: 

“This suggestion [‘shopping around’], if it is properly understood, ignores the 
realities involved in doing business and is an ineffectual and unnecessary 
procedure.” 

While many of the defendant firms submitted no memoranda, others pointed 
out that the naming a price “far in advance of the offering date leads to unreal- 
istic price offers,” and that one could not tell what was being “shopped around,” 
as the issue might be in the formative stages of being shaped up. Certain 
deposition testimony on the subject is to the same effect, with greater detail. 

My own conclusion is that the machinery of “shopping around,” which favored 
the less scrupulous bargainer, had little to commend it 

The next step was another formal invitation to attend an open conference on 
January 27, 1941, at the SEC office in Washington, this time to express views 
concerning the contents of a Report of the Public Utility Division Staff, entitled 
“The Problem of Maintaining Arm’s-Length Bargaining and Competitive Condi- 
tions in the Sale and Distribution of Securities of Registered Public Utility 
Holding Companies and their Subsidiaries,” which made a strong plea for 
compulsory public sealed bidding, and at least to some extent must reflect the 
good work Stuart had been carrying on fer some time with some of the com- 
missioners and members of the staff, as he testified. 

Some carefully prepared memoranda were submitted expressing various views. 
Dillon Read thought that the SEC “has become a strong advocate” and should 
defer action until the matter could be taken up at a public hearing “before com- 
mittees of Congress.” A committee report of the NASD to the Board of Gov- 
ernors, expressed the view that the proposed action “is a step toward the complete 
control by government of the private capital market.” Signiticantly, on the con- 
spiracy issue, this report was made by a committee composed of Francis Kernan, 
Jr., of White Weld, the chairman, and William H. Brand, of the Securities Co. 
ef Milwaukee, Sidney P. Clark of E. W. Clark & Co. of Philadelphia, Albert H. 
Gordon of Kidder Peabody, and Ralph Hornblower of Hornblower & Weeks. 

A large number of investment bankers, from defendant and nondefendant firms, 
representatives of insurance companies, and others attended the hearing. They 
were urged to make themselves comfortable, “unbutton their vests,” “put their 
feet on the table.” “and talk in the freest possible fashion.” The commissioners 
who conducted the hearing would doubtless be as much surprised as I was, 
to learn that the sentiments thus frankly expressed, pursuant to formal invita- 
tion, constitute no small part of the evidence offered on this trial on the com- 
petitive bidding issue. 

What witnesses before investigating bodies, administrative agencies or else- 
where, may say or do in carrying out an illegal scheme or conspiracy may of 
course be used, and should be part of the evadence proffered in a subsequent 
court proceeding, in which the existence of such illegal conspiracy is an issue. 
But here we are dealing with concededly honest expressions of opinion, in re- 
sponse to an invitation from public officials to state views on an important public 
question, with respect to which there was ample room for honest difference of 
opinion, on the merits. The witness or speaker, whether or not under oath, is 
placed in the position of remaining silent, telling the truth about his thoughts 
on the subject under consideration, or pretending to agree with what he thinks 
the public officials want him to say. If the exercise by American citizens of their 
constitutional rights in expressing their honest views on public questions vitally 
affecting their economic interests, can thus be used against them on a conspiracy 
charge in an antitrust suit, whither are we bound? It is all well enough for 
government counsel to concede that the individuals in question had a right to 
express their views; the fact still remains that, if this procedure is to be con- 
sistently followed, many will hesitate to come before such public bodies and 
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express views at variance with what is considered, perhaps erroneously, likely 
to be, or to become, the official policy. The purpose of free speech is to bring en 
lightment and to insure our future welfare by forthright discussion of any and 
all matters affecting personal liberties and property rights. One of the surest 
ways to weaken and disintegrate these precious liberties, and to discourage 
communication between a citizen and his government, is to encourage such pro 
cedure as was here adopted in an attempt to bolster up a charge of conspiracy 


ALLEGED OVERLY LARGE SYNDICATES AND OTHER “DEVICES” TO SABOTAGE PUBLIC 
SEALED BIDDING 


While government counsel claim that there were other overly large syndicates, 
the discussion of Pacific Gas & Electric * will suffice. In fact there were no such 
overly large syndicates formed by any defendant or group of defendants 

The ciaim that participations were given equal to those of the manager, and 
that the management fees in public sealed bidding transactions were considerably 
less than those paid in negotiated transactions, and that these were “devices” 
adopted by “the defendants” in consummation of the alleged illegal enterprise, 
finds no other support than the misconception of the way investment bankers 
function, which has already been referred to. It will suffice to refer to what has 
already been written in Part I of this opinion. 

But what about the plight of the little fellow? Unfortunately for him, the rec 
ord shows that compulsory public sealed bidding has made the big firms bigger, 
and the little fellow is worse off than he was before. This was predicted by 
Stanley and by others; but to no avail. Government counsel claim that this has 
no relevance to the case, because the Sherman Act was never intended “to hold 
an umbrella” over the little fellow, or the inefficient, as a protection against 
competition by those more favored by nature or by circumstance. They are 
right about this. 

In the final triennial, 1947-49, Halsey Stuart ranked No. 1, with 36.60 percent 
cof the dollar volume of public sealed bidding financing. The small spreads above 
referred to have reduced the participation of the smaller dealers and local invest- 
ment bankers. Under present-day conditions the public sealed bidding accounts 
provide few securities for the small dealers to sell. 

The whole process of so regulating an industry that everyone will have a rea- 
sonable opportunity to secure his so-called share of the business is not as simple 
as it may appear to some, which is only to say that the approach to a solution of 
such a problem should not be by way of the courts, in a so-called conspiracy case, 
but within the framework of the constitution of a free people, entitled to have 
their voices heard. 

Mr. Bennett. It is not a part of this bill, Mr. Chairman. 

The CratMan. There is no doubt in my mind that it is a very 
important matter that must have very careful and serious consid- 
eration. The only thought that I have in mind is that the bill before 
us is also important and we have 15 witnesses waiting to be heard and 
that it probably would be better to confine our attention, as much as 
we can, to the bill before us. 

Mr. Bennett. I will close then with this statement and question. 

I have always had the impression that this rule U—50, during the 
past 13 or 14 years, has worked well in the public interest and has 
served to protect consumers and investors in public utilities stock, and 
1 am just wondering what change there has been in the situation since 
the rule was adopted in 1941 which would lead the Commission now 
to reopen the competitive-bidding rule. 

Commissioner DeMMLeER. In answer to that, Mr. Bennett, I would 
just like to say this: I think we have a duty, when we are acting 
under our rulemaking power, to take a look at the rules from time 
to time. We are taking a look and, as a result of that look, I think we 
can determine whether or not there has been a change in the situation. 


* See supra, pp. 362 ff. 
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Mr. Bennett. As far as you know now, there are not any changes? 

Commissioner Demmuer. I would not and cannot answer that 
question, because I think I do not have the knowledge to answer it. 
I think we have to depend on the result of the studies which we are 
making. 

Mr. Bennerr. Does this request that you study and give considera- 
tion to reopening the rule come from the public utilities ¢ 

Commissioner DeMMLER. No, sir. 

Mr. O’Hara. Will the gentleman yield? 

Mr. Bennett. I will yield to the gentleman. 

Mr. O’Hara. It has just occurred to me to ask this question. In 
connection with competitive bidding, have you run into any collusive 
bidding? Is that your problem sometimes? 

Commissioner Demmuer. If there has been any such, I have never 
heard of it. 

The Cuarrman. Are there any further questions? 

Mr. Rogers. Mr. Chairman. 

The Cuarrman. Mr. Rogers. 

Mr. Rogers. I have just two questions, Mr. Chairman. 

The first is with reference to the certified public accountant. Do 
you have an approved list that you use? 

Commissioner DemMuEr. No, sir; we do not have an approved list. 
In other words, a man who is a certified public accountant or a public 
accountant under the laws of the State in which he does business may 
practice before us. 

Mr. Rocers. What qualifications does he have to possess? 

Commissioner DEMMLER. He has to be a certified public accountant 
or a public accountant under the laws of the State in which he does 
business. We cannot go back of that, except that we havea rule II (e) 
whch gives us the right to disqualify and deny, temporarily or per- 
manently, the privilege of practicing or appearing before the Com- 
mission in any way to any person who is found by the Commission, 
after hearing in the matter, (1) not to possess the requisite qualifi- 
cations to represent others, or (2) to be lacking in character or integ- 
rity, or to have engaged in unethical or improper professional conduct. 

It is a kind of disbarment right, which the Commission under its 
rules would make applicable to lawyers or to accountants or otherwise. 

Mr. Rogers. Well, the broker-dealer has the freedom of choice in the 
selection of a certified public accountant ? 

Commissioner Demmurr. He has complete freedom of choice, sir. 
As a matter of fact, his statements are not required to be certified un- 
less he has customers’ money or securities. 

Mr. Rogers. Just one other question, Mr. Chairman. You make the 
statement here on page 4 of the bill, and I will start with line 6: 
and contain such other information as the Commission by rules or regulations, 
deem it necessary or appropriate in the public interest and for the protection of 
investors. 

Now, do you have any formula or criteria by which you must be 
guided in issuing rules and regulations as to what is in the public 
interest ? 

Commissioner Demmuer. You are reading from what page? 

Mr. Rogers. Page 4 of the bill, beginning with line 6. 

Mr. Harris. He is reading from the bill, not your statement. 


ee 
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Mr. Rogers. Reading from the bill, not your statement. 

Commissioner DemMtier. | beg your pardon. 

The prob lem created by vesting in the Commission the power to pre- 
scribe rules and regulations, deemed necessary or ap propriate in the 
public interest or for the protection of investors, is a problem which 
arises all through the various acts. As a matter of fact in connection 
with our discussion of the competitive bidding proble m, the only sta- 
tutory authority there is to prescribe and determine a condition which 
the Commission deems appropirate in the public interest or for the 
prot ection of investors. 

It seems to me that the problem of the large grant of power in the 
Securities Act is not nearly so much of a problem as it is in a regula- 
tory staute like the Holding C ompany Act, because in the Securities 
Act you at least have schedule A attached to the act which indicates 
the type and categories of information which are important to invest 
ors. It seems to me that the breadth of our discretion, from a legal- 
istic point of view, is to decide in a so-called tombstone ad, or a red 
herring prospectus, or filed prospectus, that the Commission is limited 
to selecting from this so-called schedule A certain categories of infor- 
mation which under the circumstances of a particular use may be per- 
mitted or required. 

Mr. Rocrrs. Do you not think it would help if you had assistance 
with a statute or if you were provided with a rule or regulation as to 
what. is in the public interest? What I mean is this: Now, you take 
this particular point now, the Securities and Exchange Commission 
might not have the same idea as to what was in the public interest as 
the Commission which you supplanted, or the one which might suc- 
ceed you. In other words, neither of you might have the same con- 
cept as to exactly what is right or what is in the public interest, or what 
isin the interest of the investor. 

Commissioner Demmuer. If it were possible, Mr. Rogers, to write a 
statute which would fill in all of the details, naturally I think that the 
members of the Commission would have many more restful nights 
than they do have. 

Mr. Rogers. It would make it easier on you. 

Commissioner Demater. I do not know, however, how it is possible, 
in a field as complex as the process of formation of capital where you 
are dealing with all kinds and variations of problems, to spell these 
things out much more than they have been. Also I would not be able 
to suggest any better words than “in the public interest and in the inter- 
est of investors” at this date because, after all, here is a statute which 
has been tested now by 20 years of administration; 20 years of rule- 
making under it with no really serious disorders. It has been inter- 
preted by the courts and the courts have, I would say, been reasonably 
strict with the Commission against any expeditions too far outside the 
statutory boundaries. It seems to me it is something that is created 
by the inherent complexities of the subject matter, namely, the neces- 
sity to give rather general standards to go by. 

Mr. Rocrrs. And is somewhat interpreted according to the chang- 
ing conditions. 

Commissioner DemMter. I think that that is inherent in it. I think 
that you cannot answer now to that observation except that, of course, 
it is a problem to which the Congress must address itself. 
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Of course, as you know, the Securities and Exchange Commission 
is a bipartisan body, each man selected for a 5-year term, and one term 
expiring each year. ; 

Mr. Rogers. A bipartisan commission can do just as much harm as if 
they are all of the same political faith, or just as much good. 

Commissioner Demuer. It is only a check on the speed in which the 
Commission changes direction, sir. 

Mr. Rocers. I think that the Commission has been doing a good 
job. That is my personal opinion. 

Commissioner Demmier. Thank you very much. 

Mr. Rocers. All right, Mr. Chairman; that is all. 

The Cruatrman. Are there any further questions, gentlemen ? 

Well, Mr. Demmler, I have some questions that I would like to ask 
for the purpose of making this record as clear as it is possible to make 
it, particularly with reference to the right of the investors; and the 
questions that have been asked by Mr. Bennett would reflect a real 
concern on his part that no changes are to be made that would in any 
way affect the best interests of the investors. 

I certainly will say that the questions that I am asking will be with 
the same thought in mind. 

I happened to be a member of this committee at the time this legisla- 
tion was adopted. I know something about the pressures; I know the 
pulling and hauling that took place. One portion of the act passed 
the House with a majority of 1 vote. And I could, if time permitted, 
go into a great many instances that would be very interesting to re- 
late in view of what subsequently happened. 

Therefore, I share with Mr. Bennett, and I know I speak the concern 
of the other members of this committee, that it is our desire in trying 
to be helpful to the industry at this time that we must ever be aware 
of the effect that any changes may have with respect to the best inter- 
ests of the investor. 

I assume from your answers to Mr. Bennett’s questions, that you as 
Chairman, and that the other members of the Commission for whom 
you speak, have an equal concern. 

Now, with that in mind I would like to ask some questions in order 
that the record may be complete and that it will show justification, 
if such exists, in the minds of the Commission to make the recom- 
mendations that it does. 

First, as I understand it, under the law as it now is, sales of securi- 
ties, and offers to sell, at least written offers, are forbidden until the 
registration statement has become effective. My question is, What 
you propose doing here is to make it legal for offers to be made between 
the filing and effective dates of the registration statement, but not 
sales; is that right? 

Commissioner Demmier. That is an oversimplification. The writ- 
ten offers prior to the effective date must be made by way of processed 
documents filed with the Commission, subject to the limitations of 
sections 12 and 17 of the act; written documents which are subject 
to summary-suspension powers and to the stop-order powers of the 
Commission—no other written documents. 

An offer may be made orally, however, prior to the effective date 
under the bill; but no sales. Oral offers, intrastate, made preeffec- 
tively or posteffectively, are not prohibited under the present law. 
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The Crarrman. Well, something from the answer that you made, 
or it was inferred at least in the question asked by Mr. Bennett, would 
indicate that the practice that you are now submitting should be 
changed in this bill, be made legal, has been the course of conduct 
heretofore, without statutory authority. Is that true? 

Commissioner Demmter. That is a rather difficult question to an- 
swer categorically in the form in which the question is put. 

The CuHarrman. What I am trying to get at, if I can make it any 
easier to get the answer that I was seeking to get, or was hopeful of 
getting is, Is it not true that at the present time there is some ques- 
tion as to whether or not the present procedure is in violation of the 
act if strictly construed ? 

Commissioner Demmuer. I think that there might very well be a 
question as to whether or not under a strict construction of the statutes 
that there may be violations of the act as presently written inherent 
in present practice. There is some protection perhaps—I mean some 
protection under the present law accorded those practices by a pro- 

vision of section 19 (a) of the act to the effect that no provision of 
the act imposing any liability shall apply to any act done or omitted 
in good faith if in conformity with any rule or regulation of the 
Commission, notwithstanding that such rule or regulation may after 
such act or omission be amended or rescinded or be determined by 
judicial or other authority to be invalid for any reason. 

Now, if there is any infirmity, Mr. Chairman, in the present prac- 
tice permitted by our rules, the individual who acts under our rules 
would be protected against liability by the wording in the statute 
which I just read. 

I submit, however, that it would be better if the conducts were in 
accordance with a reasonable interpretation of the statute, were clearly 
within the statute as reasonably interpreted. 

The CuairmMan. The rule you just read; is that in the nature of a 
red herring? 

Commissioner Demmier. That is the provision of the statute, sir. 

The CramrMan. Well, I thought that it took on some of the aspects 
of a red herring. 

Have there ever been any prosecutions for the doing of the things 
that this bill would cover ? 

Commissioner DemMuer. There have been administrative actions 
taken for violations of section 5. There have been prosecutions for 
violations of section 5, that is, for offering securities without a regis- 
tration statement in effect, but I know of no court case in which in this 
narrow area anyone has ever been prosecuted for using red herrings 
and other information such as the identifying statement in accord- 
ance with our rules. In other words, our rule has not been judicially 
tested. 

The Cuatrman. Now, my next question is, so that we may be per- 
fectly clear on what is being proposed : 

Is there any change by this amendment in the remedies which the 
investor has under sections 11 and 12 of the act against false, mislead- 
ing, or half-true statements ? 

Commissioner DemMuer. There is no curtailment of any such 
remedy. 

Excuse me. I would like to ask Mr. Armstrong one question, so 
that I am sure that I answer that right. 
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Under the terms of the bill, the so-called red herring and other pre- 
liminary material which would be used, preeffectively, is specifically 
subjected to liability under sections 12 and 17 of the act. Under 
present law, the red herring now permitted by our rules is not spe- 
cifically subjected to such liability. 

So that to that extent there might be held to be an enlargement of 
the protection of the liability sections. Although I would not want 
to take a position that, right now under the present law by construc- 
tion rather than by specific language, this preliminary material used 
might not be subject to sections 12 and 17 liability, we have nailed 
that down in black and white in the bill. 

The CuarkMan. Well, in your opinion—— 

Commissioner Demmirr. Now, there is one other question in the 
statement, in order that we may have a complete answer to your ques- 
tion, Mr. Chairman, as to the section 11 liability. That is the liability 
that covers the issuer, the underwriter, the officers and directors, the 
accountants and other experts. That liability applies to the regis- 
tration statement in the form in which it became effective. That 1s 
unchanged. There is no section 11 liability now in respect of the pre- 
offering literature, unless it is included in the registration statement 
as it ultimately becomes effective. That is not changed by the bill. 
It is neither improved nor detracted from. 

The CrarrMan. Can you answer categorically whether this legis- 
lation will lessen in any way—I mean substantial way—the right now 
had by the prospective investor for protection ? 

Commissioner DemMter. I think that, while it is a broad question, 
I can answer it categorically and say that it will not detract in any sub- 
stantial way, I might almost say in any way, from the rights of the 
investor. We think that it will aid him in the receipt of information 
preeffectively. In other words, the basic purpose of the statute is 
the dissemination of information during the preeffective period. If 
the policy is right in the first place, if that part of the philosophy of 
the original act is sound, then a processed document which aids in the 
dissemination of information must be, and we think that it will be, 
for the benefit of the investor. 

The Cratrman. I would like to put this question now in a little 
bit. different way. 

Is there any change made by this amendment in the liabilitties 
for statements made or not made which the issurer may now have, 
or which the issuer has? 

Commissioner Demuter. I think, Mr. Chairman, that my answers 
to your questions with respect to the liabilities under the act and 
the absence of change in the rights of the investor is a practical 
answer to the question which you have just put. 

The Cuarrman. Now, you have stated that this amendment has 
been urged for many years, because underwriters and dealers fear 
that the dissemination of information during the “waiting period” 
may be construed as an offer and thus subject themselves to certain 
possible liabilities. I take it that this amendment would eliminate 
that risk to underwriters and dealers, is that so? 

Commissioner Demmuer. I would say yes, that that is so. As I 
pointed out a little while ago, when I read from section 19, as a matter 
of fact, reliance on the Commission’s rules has provided an insulation 
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to the underwriters and dealers who may have had the fear that the 
rules went beyond the statute. 

I would think that the enactment of this bill would remove the 
fear. It would particularly, I think, make dealers on the retail level 
more willing to provide these preliminary prospectuses sometime 
before the sale was made. In other words, at some time prior to the 
effective date. I think you might take this into consideration in 
looking at this thing in a specific sense. Dealers, without violation 
of the law may make intrastate oral offers of securities now. They 
are limited however in the matter of written offers by the wording 
of the act. And, consequently there is, 1 would think it is safe to 
assert, a certain amount of oral offering at the present time by dealers 
on the retail level unaccompanied by any written document. 

Under this bill, the permissive use of a processed preeffective 
document should actually result in a dissemination of more accurate 
information with respect to the security which is being offered. 

The Cuarrman. Well, if I in my limited way, am able to understand 
the testimony that has been given as to the purpose of this act, I 
think I could answer that question in one word by saying “Yes.” 

In other words, it would eliminate the risk that underwriters and 
dealers fear, is that not so? Is that not the real pu rpose of this? 

Commissioner Demnuer. I think it would eliminate that risk, but 
{ think that it is an oversimplification to say that that is the real 
purpose. We think that elimination of the fear will result in the 
dissemination of more information and that latter is the purpose. 

The CHairman. Well, I have had a desire to be helpful as far as 
IT can, but I think it would be a whole lot more helpful if the ques- 
tions were answered in a more categorical fashion. Maybe the sub- 
ject is such that you cannot do that, and do justice to yourself in the 
answers that you make. But I was hopeful that we could get this 
record into such a shape that every person who would read it would 
understand what we are trying to do, in simple language. 

Mr. Crosser. W ‘ll the gentleman yield ? 

The Cuarrman. Yes, I will vield to the gentleman. 

Mr. Crosser. I find no difficulties with the gentleman’s answer 
myself. 

The Cuarrman. I am very glad to hear that. I will get my infor- 
mation from vou, as we go along. 

Mr. Crosser. I mean on this particular subject. 

The Cuarman. Yes. Is there any other reason for the amend- 
ment ? 

Commissioner Demmure. I think we have covered section 5, prob- 
ably, that is, the preeffective offering. 

Now, with respect to the other amendments they cover different 
subject matters. 

The CuHarrman. Well, I am still following along the same line that 
I started on and that also applies to the investors’ rights under sections 
lland12. Are we taking away any of those rights? 

Commissioner Demmuer. No, sir. 

The Cuatrman. Are we lessening any of his protection ? 

Commissioner Demmurr. No, sir. 

The Cuarrman. That is the kind of an answer that Ilike. I assume 
that the witnesses who are to follow will appreciate brevity, too. 
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I note that Mr. E. T. McCormick, formerly a commissioner, and 
now president of the American Stock Exchange, told a subcommittee 
of this committee on March 10, 1952, the following: 

(a) The prohibition against offerings in the postfiling but preeffective period 
of registration injects into the underwriting process a serious and unnecessary 
risk and a resultant unwarranted cost to issuers and investors. Offerings can 
and should be permitted during that period. 

Continuing the quotation : 

(b) The securities industry needs a device through which it can ascertain 
who is interested in knowing about the securities being offered. The statutes 
should permit the use of a “screening” of “identifying” statement in advance 
of the official prospectus. 

Now, basically, does this amendment give the underwriters any 
greater latitude in “testing out” the market before the registration 
statement becomes effective ? 

Commissioner Demmurn. It does. I might add that Mr. McCor- 
mick testified in favor of this bill in the Senate, before the Senate 
B: inking and Currency Committee. 

The Crarrman. In such connection, what do you mean by your 
statement when you said: 

I think it must be apparent from what I have just said that the amendment 
does not work any fundamental change; in fact, it may fairly be said to give more 
specific authority for the continuance of practices which have developed over 
the years under the present law, and to make those practices specifically subject 
to the sanctions provided by the act. 

Do you mean the Commission’s practices respecting rules on the 
dissemination of information, underwriting practices in making offers 
and sales, or both ? 

Commissioner DemMuerr. Both. 

The Cuatrman. As I understand this bill you do not intend to 
make any change in the present law insofar as it relates to the actual 
use of the official prospectus once the registration statement becomes 
effective; is that so? 

Commissioner DEMMLER. That is not effected. 

The Cuarrman. I beg your pardon. 

Commissioner DemMer. That is not affected. 

The Crarman. In other words, while you propose to permit offers 
to be made during the “waiting period,” but not sales, the actual sales 
themselves do not need to be predicated upon the use of this official 
prospectus. 

Commissioner DemMter. I say, sir, that the actual sales are predi- 
cated upon the use of the official prospectus, and the official prospectus 
which is a part of the registration statement will be the subject of 
liability just as the preliminary literature is the subject of liability. 

The Cuatrman. I should know the answer to this question I am 
about to ask, for Iam a bit hazy about it. 

Is the prospectus issued at the same time or subsequent to the effec- 
tive date of the registration ? 

Commissioner DemMMLER. The prospectus, sir, is furnished usually 
with the confirmation of the order after the registration statement has 
become effective and before the customer actually writes his check. 
I think that is an accurate statement. Just exactly what everybody 
does today, I cannot answer, but that has been my observation and 
that will not be changed by anything in this bill. 
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The CHarrMan. Well, in such connection I have noted a further 
comment that Mr. McCormick, formerly a commissioner, now presi- 
dent of the American Stock Exchange: 

(d@) The prospectus has not proved to be an effective instrument for inform- 
ing the public. Because of what I regard as a serious defect in the statute, 
most sales of new securities are being made through the use of oral communi 
cations, including interstate telephone messages, and the prospectus is being 
delivered only after the sale with confirmation, or the security. This is per- 
mitted by the law. If the Congress believes that the investor should have certain 
minimum prescribed information before he purchases the security, and I think 
it does (certainly it is clear to me that it did in 1983 when the law was adopted), 
it must revise the law to see that the prospectus is delivered at a time when 
it can be useful to the investor in making his decision to buy, and not be a 
mere memorial of a past transaction. 

Now, would you be willing to comment on that statement? TI take 
it that you do not feel, or else you would have proposed, that the in- 

vestor should make up his mind on the basis of the information in the 
prospectus, and I take it that this permission of solic “0 ition of offers 
prior to the effectiveness of a registration statement by the new pro- 

spectuses you are permitting under section 10 without the liabilities 
of section 11, will go further in seeing to it that investors make their 
decisions without the official prospectus at hand. If that is the case, 
what use is it? 

Commissioner DemMuer. I would like to associate myself with Mr. 
McCormick in approving Mr. McCormick’s conclusion. 

Actually the way the prospectus does work and would work under 
the bill, and the way it does work under our present rules if our rules 
were carried out in an ideal fashion, is that the individual gets a pre- 
liminary prospectus or a red herring, or an identifying statement— 
prelimin: iry prospectus and red herring being the same. Then, under 
the rules of the Commission, if there are material changes from one 
edition of the red herring to another—sometimes there are new addi- 
tions of the red herring—or from the red herring to the official pro- 
spectus, a little tie sheet is attached, so that the person receiving it 
is informed of the difference between them and he actually makes his 
decision on the basis of the information as it flows out in the course 
of its dissemination ; the identifying statement is used to elicit expres- 
sions of interest and requests for the red herring or preliminary pro- 
spectus which sets forth all of the data in the final prospectus, except 
the price. 

We think that the bill provides for the dissemination of that in- 
formation while it is still early enough for it to be useful. 

The CHarrman. I am coming to a concluding question I have in 
mind. I am leading up now to one I am encouraged to ask, because I 
permitted Mr. Bennett to go off of the one bill and ask questions 
not necessarily involved in the present bill, and maybe I am going to 
do the same thing. 

In the first place I note that the bill before us, which I have intro- 
duced at your request takes up certain matters which were presented 
to you by the industry last summer, and were the subject of serious 
discussions throughout the fall and winter, with the result that you 
have sponsored these specific amendments. Is that right? 

Commissioner Demmter. Yes, sir. The bill contains the residue of 
a far larger number of industry proposals. 
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The Cuarrman. Now, while I take it that some of the other problems 
which the Commission has discussed with us from time to time as 
being probably needful of additional legislation, continue to be under 
advi isement by you and may be brought before us at a later date, there 
is one matter I should like to take up at this time, and if you do not 
wish to answer it in full, you may have the privilege of extending 
your remarks in the record on the subject, if you wish. 

Sometime ago, agreements were entered into under which Japanese 
and German issues again have been admitted to trading in this coun- 
try; that is, with necessary pre oe validation, and so forth. The 
prospect of this readmittance was discussed by Commissioner McEn- 
tire when your commission was before us in January 1953. I am 
wondering whether you now can tell us what hi as been your experience 
insofar as securing the full disclosure about these issues which in- 
vestors in this country can expect to be made about domestic issues? 
Is adequate information, including financial information, being filed 
with the exchanges, or with you? 

If you wish, I will read what Commissioner McEntire said on the 
occasion to which I have referred. He said: 

This problem of foreign securities represents an area in which a great deal of 
new thinking is needed. The “pros” and “cons” cover much more territory than 
the plain disclosure philosophy of the Securities Act of 1933. The whole pro- 
gram of foreign aid, mutual assistance, development of backward areas, and 
so forth, has resulted in considerable pressures to encourage private capital to 
assume part—if not indeed a major part—of the financial burden. Desirable as 
this may be, it can hardly be said that such investments are always of a 
character commonly called blue chips, hence, some complications are inevitable. 

We believe that this field, that is, the role of the private investor in our 
foreign program, and the protections which he should be afforded—is one to 
which the Congress should address itself. Obviously, it is not the sort of 
policy that an administrative agency is equipped or empowered to make. We 
would be hopeful that your committee could find the time to interest itself in 
this matter. 

Now, the Department of Commerce, Office of International Trade, 
issued a study in July of last year, in which it discussed some ob- 
stacles to private investment in foreign areas, and among other things 
recommended, “Study Securities and Exchai ge Commission laws to 
see if they should be modified to facilitate the sale of foreign 
securities.” 

Now, have you made, or have you been approached to make, any 
study relating to, or have you m: ade an y modifications of rules per- 
taining to, the facilitation of sales of forei ‘ion securities ? 

Commissioner Demuier. I would like to answer that briefly, sir, 
if I may, and perhaps extend my re es later. 

The Cuarrman. I was going to say, Mr. Demmler, that that is a 
rather big order, so to speak. It is ms tin r in which the committee is 
interested, and if you can answer it, it would save the ec ommittee « alling 
you or the Commission, or other ates rs of the Commission before 
us on another occasion, and I am just taking advantage of the hearing 
in your presence to ask that question; but with the underst: anding 
that if you are not prepared to answer it as fully as you would like, you 
may do so by revision and extension of your rem: irks in the record. 

Commissioner Demuurr. I will make the answer ver y brief now, 
with the understanding that I may extend my remarks. 

One thing, I think this problem is big enough that, come what may, 
we have neither the wisdom nor the statutory power, nor the resources, 
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nor the staff, to come up with a series of answers which will be enough 
to guide policy. 

Moreover, I think that there is a fundamental dilemma which the 
Commission cannot solve and which Congress will have to solve, and 
that is this: If it is going to be a policy of this Government to encour- 
age investment abroad, by private investors, something has to give, 
either our standards have to be let down or the standards of the foreign 
issuers have to be raised up. 

It will be recalled that one of the reasons for the enactment of the 
1933 act, the Securities Act—in fact title II of that act was concerned 
with that reason—was the large number of defaults by foreign issu- 
ers. Now,if we make foreign issuers move up to our standards, maybe 
the process of investment abroad will be impeded. If we lower our 
standards to accommodate the foreign issuers, it may be that that will 
result in a lowering of American standards, because somehow or other 
I imagine that most American issuers would insist on the “most 
favored nation” treatment in their own country. 

That is a fundamental dilemma and I just do not think our Com- 
mission can answer that one. 

Now, with respect to the German bonds. 

The Cuarrman. The German and Japanese bonds. 

Commissioner DemMter. I will reply with respect to the German 
bonds. As to the Japanese bonds, I would like to include that in my 
extension of my remarks. 

On the subject of the German bonds, the Commission and its staff 
have been working with the Validation Board. We have been work- 
ing with the State Department. We have had discussions with the 
econo mic ‘'s minister of the Federated Republic; with the finance min- 
ister ; with the deputy finance minister; and we have been cooperating 
particularly with the State Department in an endeavor to get on a 
solid basis for furnishing information with respect to the German 
issuers. It has been indicated to the German issuers that any activity 
on their hehalf to buy up bonds prior to the making avail: ible, or with- 
out making available information with respect to the issuer, might be 
considered as viol: ative of the statutes and of our rules with respect to 
the duty of disclosure in the purchase of securities. 

We have tried in an informal way, and cooperatively, with the Val- 
idation Board, with the agents, validation agents, the companies which 
are carrying out the validation procedures—the Guaranty Trust, and 
J P Moarean & Co., Inc., to see to it that the validated bonds were 
released into the market in quantities large enough to prevent an ar- 
tificial scarcity value. 

We have adopted a rule under the Securities and Exchange Act 
which makes trading in unvalidated bonds a forbidden practice. In 
other words, by a series of detailed activities on our part, we have tried 
to prevent either speculation or fraud in connection with the validated 
German bonds. 

The reason we spoke of information, voluntarily furnished by the 
German issuers, is that we have no statutory grip on most of them for 
compulsory furnishing of that information. 

Now, we have gotten some information voluntarily. It is in Ger- 
man. 
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There are many prob lems and we have them under consideration, 
but we believe that it is peculiarly something on which whatever we 
do must. be supplemented by appropriate action by the Congress. 

As this committee knows, the Commission, in 1941 upon the out- 
break of the war, requested all brokers and dealers to refrain from 
trading in securities of issuers located in Axis countries. I have al- 
ready discussed our efforts with respect to the securities of West Ger- 
man issuers, trading in which was resumed within recent months. 

Trading in Japanese Government bonds was resumed on the New 
York Stock and the American Stock Exchanges in 1950. The reports 
required under the Securities Exchange Act of 1934 and applicable 
regulations with respect to such bonds are being filed regularly. There 
are no securities of Japanese companies listed for trading on any of 
the stock exchanges in this country. Also there have been no public 
offerings in the United States since the war by Japanese issuers. 
There are, however, a number of American broker-dealer firms that 
take an interest in Japanese investments, and among these firms and 
their customers there exists some over-the-counter trading in securities 
issued by Japanese companies. Since such trading does not subject 
the issuers of such securities to the reporting requirements of the Se- 
curities Exchange Act of 1934, no reports containing appropriate in- 
formation for investors are filed with the Securities and Exchange 
Commission. 

Apart from the securities of West German, Italian, and Japanese 
issuers, the Commission’s request that dealers refrain from dealing 
in Axis securities is otherwise still in effect. 

The Department of Commerce, Office of International Trade, in its 
Study of Factors Limiting American Private Foreign Investment, 
issued in July 1953 a Summary of Preliminary Findings and Recom- 
mendations. This summary (at pages 29-30) suggested that a study 
be made of the laws administered by the Securities and Exchange 
Commission and of the regulations thereunder to determine whether 
there should be any modification thereof to facilitate the sale of foreign 
securities in the United States. 

The Commission has not been requested to make the study suggested 
in the above-mentioned summary. The subject was also one of the 
matters considered by the Commission on Foreign Economie Policy, 
constituted pursuant to Public Law 215, 83d Congress, 1st session, 
approved August 7, 1953 (67 Stat. 472). The report of that Com- 
mission (H. Doc. 290, 83d Cong., 2d sess., January 1954) made 
no ianenaiadics in this respect, although the minority report 
(at p. 6) proposed that securities issued by foreign governments 
and offered in the United States be eeeenpted from the 1 registration 
requirements of the Securities Act of 1933. In this connection ref- 
erence is made to pages 92-93 of the st: aff papers presented to the 
Commission on Foreign Economic Policy (published February 1954), 
which discuss the subject in somewhat greater detail. For the 
convenience of the committee, there is quoted below the material 
referred to. 

Effects of SEC regulations on registration of foreign security isswes—It has 
often been suggested that the practices of the Securities and Exchange Com- 
mission are a significant deterrent to private portfolio investment abroad. SEC 
registration is not required for the private sale of foreign securities in the 
United States. Nor is registration required for public sale unless the securities 
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being sold are registered on a securities exchange or unless the securities are 
being sold by the foreign issuer or his agent or controlling interest. On the 
other hand, the SEC must be given information and an opportunity to object— 
in effect, to license—the sale to the public of any new securities by a foreign 
firm and the admission of any foreign securities to the securities exchanges in 
the United States. ‘This licensing is in no sense an attempt to regulate the 
conduct of the businesses concerned or to pass on the commercial soundness of 
a proposed venture. The licensing is intended solely to maintain standards 
of public disclosure concerning securities offered to or traded by the public. 

At present the Securities Act and the Securities Exchange Act and in general 
the Cummission’s rules thereunder apply equally to foreign securities issues 
and to private domestic issues. Though foreign governmental issues are subject 
to the provisions of both acts, domestic governmental issues and IBRD issues 
are exempt. This exemption is presumed to extend to foreign issues fully 
guaranteed by the Export-Import Bank or IBRD, though an actual determina- 
tion has never been made since neither bank has put its guaranty on an issue 
being sold publicly. A further determination would be necessary with respect 
to foreign issues only partially guaranteed by the Export-Import Bank or by 
the IBRD. 

In practice, due to differences in financial practices and customs abroad, there 
have been administrative adjustments from time to time on a case-by-case basis 
which has resulted in some relaxation of requirements in the registration of 
both foreign governmental and corporate issues. The Commission realizes that, 
under existing legislation, there is discretionary authority for the Commission 
to apply less rigorous formal requirements to foreign issues than are applied 
to domestic issues. Such a course has sometimes been suggested. The policy 
issue arises therefore whether the SEC should adopt a simplified set of disclosure 
regulations for foreign security issues. 

In favor of such discrimination on behalf of foreign issues it is argued that 
the concept of effective disclosure which has been accepted in the United States 
over the past 20 years is relatively unknown abroad. The prospective foreign 
issuer therefore finds the red tape in the United States especially puzzling and 
vexatious. Moreover, he might in the process of putting out a small issue in the 
United States, have to reveal information which would require him to revamp 
the entire method of operation of his large business at home. 

In opposition to a separate set of rules for foreign issuers it may be argued, 
firstly, that respect for the statutes administered by the SEC would be harmed 
by the apparent inequity of discriminatory treatment. Moreover, a precedent 
would be set for demands for other exemptions. And, lastly, there is the possi- 
bility that lenient treatment for foreign issuers would backfire as an incentive 
to increased investment abroad. Foreign issues are already suspect in the mar- 
ket. It is possible that when word got around that new issues had failed to 
meet the customary SEC standards the securities would then be even more sus- 
pect ; the market contract, rather than expand, as a result. 

The SEC staff prefers to point to other possible routes of increased SEC facili- 
tation of foreign issues. Several steps have been taken recently. Firstly, as a 
result of a recent amendment to the Extradition Treaty with Canada, the SEC 
decided in effect that the small Canadian issuers are virtually in the same legal 
position as the small United States issuers. The Commission therefore extended 
to Canadian issuers seeking less than $300,000 the same opportunity previously 
extended to similar United States issuers to comply with simplified disclosure 
regulations. Secondly, the Commission has in preparation a ruling making it 
possible for the first time for Canadian investment companies to sell their shares 
in the United States. The Investment Company Act of 1940 requires the Com- 
mission to determine that any foreign investment company seeking to sell in the 
United States is under substantially the same restrictions as are United States 
investment companies as a condition to registration and the sale of its securities 
in the United States. The Commission is suggesting machinery which will make 
possible such a determination as to Canadian companies. Both types of action 
are possible in the future for the capital seekers of other nations which wish to 
follow the Canadian example. Finally, the Commission is presently engaged in 
a general review and simplification of its registration and other requirements, 
This action will serve to simplify the registration problems of all issuers inelnd- 
ing foreign issuers. 

The Commission has also suggested that the Investment Company Act would 
permit the creation of special United States investment companies, the funds 
of which could be invested abroad. 
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However, the conclusion of the SEC staff, from its experience, is that SEC regu- 
lations are not an important factor in explaining the present limited market in 
foreign securities in the United States. 

The Cuarrman. Are there any further questions, gentlemen ? 

Mr. Hesevron. Mr. Chairman. 

The CHarrman. Mr. Heselton. 

Mr. Hesevron. I notice that the Senate committee, in reporting on 
the bill, recommended a total of 12 typographical technical amend- 
ments. As I gather, in looking over this list, nine of them simply 
refer to the insertions of commas or something of that sort. There 
are three, however, that seem to add minor language. I wonder if you 
would place in the record some discussion on those three language 
changes. 

Commissioner Demmuer. There is no discussion, sir, I did place in 
the record the list of changes. I would not be prepared to discuss them. 
Mr. Manuel Cohen of our staff, would be prepared to discuss them 
if there is any element of doubt. 

Mr. Hesevron. In view of the hour, I do not know that I care to 
extend the discussion here. What I have in mind is that the record 
should contain some reasons for the adoption of the language changes 
so that we will have them before us in connection with additional 
statements. 

Commissioner Demmuer. With the permission of the Chair, we will 
furnish such explanation. 

The Cnamman. We would like to have it. You may put that in in 
that portion of the record where you submitted that language that 
has been changed in the Senate bill. 

Is that all, Mr. Heselton ? 

Mr. Hesevron. That is all, Mr. Chairman. 

The Cuarrman. Mr. Demmler, on behalf of the committee, I want 
to express our very great pleasure in having had such a full and com- 
plete : statement as you have given today in connection with these 
proposed changes, by the amendment of these several provisions of 
the Securities Act. 

When I made the comments I did as to brevity of answers, it was 
only intended by me to be a step in assisting those who are waiting to 
testify. They are all important individuals and we are anxious for 
their sake to conclude these hearings today. 

Now, if there was any indication in my remarks which caused you 
to be more brief than you cared to be, you may feel the utmost freedom 
in extending your remarks in any portion of the record that you wish, 
so that the committee will have the fullest possible information. 

It is very encouraging to this committee—and I know that I am 
speaking the minds of the other members of the committee— to have 
a chairman of a commission before it who is so well qualified to give 
information on the matters that come within its jurisdiction, as the 
chairman of this important agency of the Government, and that en- 
couragement has increased as we ralieel the worth and value of the 
associates that you have with you at this time, and on this occasion, 
and I want you to feel, and the Commission to feel, that this com- 
mittee at all times and at any time would be pleased to have you bring 
to our attention any matters wherein you think we can be of help to 
you in the work that you are called upon to do. 
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The agency over which you are chairman is one of the most im- 
portant in our Government, in my opinion, and it is pleasing to us to 
see men of the competency of that Commission, and associated with it 
as officers and otherwise, and we want you to feel that this committee 
is anxious to coperate in every way that is within our power. 

We certainly thank you for the testimony that you have given us 
today. 

Commissioner Demmuer. Mr. Chairman, I know I speak of all of us 
when I say that we appreciate more than we can say what you have 
just said. So far as any feeling of fear that I have been limited in my 
remarks, I am sure that I answered, when I was answering, briefly, 
the questions as fully as I can. I would just like to say that, having 
pumped myself pretty full of the subject, maybe I ran over too much 
on occasions. 

The CuarrMan. I would say not. It is perfectly evident that you 
had pumped yourself fully. 

Commissioner DemMieEr. I wonder if I might, since I was speaking 
on the subject of competitive bidding and was talking extemporane- 
ously, put in the record if I may, a letter I wrote to you, Mr. Chairman, 
under date of March 10 in which I made a brief and more succinct 
explanation of the exact points involved. It sets it down so much 
more concisely than what I said here. 

The CnarrMan. If you desire to put that in for your answer, or as 
an extension of your answer, you have that privilege. 

Commissioner DemMter. If I may put it in as an extension, sir, I 
will be glad to do so. 

The CuHairMan. You may do so. 

(The matter referred to 1s as follows:) 

SECURITIES AND EXCHANGE COMMISSION, 
Vashington 25, D. C., March 10, 1954. 
Hon. CHARLES A. WOLVERTON, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington 25, D. C. 

My Dear Mr. WoLvertoN: This will acknowledge receipt of your letter of 
March 5, 1954, relative to the pending proposal ‘to amend rule U-50 under the 
Public Utility Holding Company Act of 1935. 

I am enclosing herewith Holding Company Act Release No. 12217-X which 
was issued by the Commission on November 25, 1958, and which describes the 
pending proposal. As stated therein, rule U-50 in its present form was adopted 
in 1941 and, with certain exceptions, requires that the issue and sale of securities 
by registered holding companies and their subsidiaries be at competitive bidding. 

Section 6 (a) of the Holding Company Act prescribes that except in accord- 
ance with a declaration effective under section 7 and with the Commission’s 
order permitting such declaration to become effective, it shall be unlawful for 
any registered holding company or subsidiary thereof to issue or sell any security. 
Section 7 prescribes certain affirmative and negative findings which must be 
made by the Commission before it can order effective a declaration with respect 
to the issue and sale of securities by a registered holdins company. Section 6 
(b) on the other hand provides that in the case of a subsidiary publie utility 
company, if the issue and sale of its securities are solely for the purpose of 
financing its business and have been expressly authorized by the State Com- 
mission of the State in which the subsidiary is organized and doing business, 
the Securities and Exchange Commission shall by rules and regulation or order, 
subject to such terms and conditions as it deems appropriate in the public in- 
terest or for the protection of investors or consumers, exempt from the pro- 
visions of subsection (a) the issue and sale of any securities. 

The Conference Committee Report (H. Rept. No. 1903, 74th Cong., 1st sess., 
p. 67) in commenting on the language of section 6 (b) states that this provision 
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“directs the Commission to exempt the issue of securities by subsidiary com- 
panies in cases where holding company abuses are unlikely to exist.” Rule U-50 
and orders granting past applications under section 6 (b) have been substantially 
equated so far as the applicable standards inherent in the findings are concerned 
with the standards prevailing under section 7. In view of the obvious intent 
of Congress expressed in section 6 (b) to minimize duplicate Federal and State 
regulation and to continue primary regulatory responsibility over the sale of 
securities by a local public utility subsidiary in the hands of the State Com- 
mission concerned, the Securities and Exchange Commission early last fall 
commenced a study of possible ways of carrying out and furthering the express 
purpose of section 6 (b); in the course of this study and bearing in mind Judge 
Medina’s comments in U. S. v. Morgan et al., (—F. Supp. (8.2. B. FT: Oct. 
14, 1953)) which is discussed hereafter, the pending proposal to amend rule 
U-50 was developed. Under the proposal there would be exempt from the 
competitive bidding requirements of rule U-50 the issue and sale of securities 
by a public utility subsidiary of a registered holding company which is not itself 
a registered holding company, if the issue and sale are subject to exemption 
under section 6 (b). This would leave it up to each State to determine whether 
or not competitive bidding should be required as a matter of law and regulation 
in the case of public utility subsidiaries organized and operating in that State. 
It would leave subject to rule U-50 the issue and sale of securities by registered 
holding companies, by unregulated State public utility subsidiaries, and by non- 
utility subsidiaries. 

In addition to Holding Company Act Release No. 12217—X, there are enclosed 
herewith a copy of my Introductory Remarks at the public hearing on the pro- 
posal to amend rule U—50, and selected excerpts from the transcript of the hear- 
ing on the proposal. Also enclosed is a copy of part VI of the opinion of Judge 
Medina in U. 8S. v. Morgan et al., mentioned above which contains a number of 
statements pertaining to the adoption of rule U-50 which in our opinion furnish 
justification for an inquiry on the part of the Commission as to whether com- 
petitive bidding is a condition which should be imposed on the statutory exemp- 
tion granted by section 6 (b). 

In closing I should like to emphasize that we have not yet adopted any amend- 
ment to rule U-50 and before we finally determine whether the proposed amend- 
ment or any other amendment should be adopted, there will be a further public 
hearing on the matter on March 31, 1954, as well as a staff study of statistical 
information in the Commission’s files and of the comments received and the 
arguments presented at the hearings. 

Very truly yours, 
Rartpu H. DemMtieEr, Chairman. 


INTRODUCTORY REMARKS OF RALPH H. DEMMLER, CHAIRMAN, AT Pusptic HEARING 
ON PROPOSAL TO AMEND RULE U-50 


This is a public hearing on a proposal set forth in Holding Company Act Re- 
lease No, 12217X, dated November 23, 1953, to amend the Commission’s rule 
U-50. 

Comments were originally solicited to be filed on or before December 31, 1953, 
which time was subsequently extended to February 15, 1954, by Holding Com- 
pany Act Release No. 12282. On January 21, 1954, Holding Company Act Release 
No. 12514, this public hearing was called. 

The Commission is cognizant of the importance of the action it takes, whether 
it be to adopt the proposal, to modify it or to withdraw it. Consequently, we 
desire the help that comes from presentation of divergent points of view. More- 
over, because of the legislative character of our rulemaking power we would be 
helped by hearing the answers of the holders of one viewpoint to the arguments 
of the holders of the other viewpoint. 

Comments received by the Commission on any proposal to amend rules his- 
torically have not been made available to public examination. The reason given 
for that policy is that it encourages people to speak freely if they know that their 
comments will be held confidential. Because a number of opponents of the 
proposed change in rule U-—50 have requested to see the comments heretofore 
filed, the Commission has advised those who made comments that in the absence 
of a request to the contrary, their comments would be available for inspection. 
So far as I know, no request for confidential treatment has been received and 
therefore such comments will be made available and an apportunity will be 
provided to answer them under arrangements which I will describe in a moment. 

Our plans for the conduct of the hearing are as follows: 
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1. Since there are comparatively few persons who have asked to be heard, 
it will be possible to allow to each firm or organization 1 hour to present 
its arguments. If more than one person is to speak for such firm or organization, 
the time may be divided among all such persons. 

2. Those who are in favor of the proposed amendment to rule U-—50 will be 
heard first in the alphabetical order of the names of the firms or organizations 
for whom they speak. However, any such firm or organization may yield its 
place to any other. 

3. Those who are opposed to the proposal to amend rule U-50 will next be 
heard in similar alphabetical order. 

4. If time permits today or tomorrow, there may be given to each such firm 

or organization a period of 20 minutes to answer arguments theretofore pre- 
sented by anyone. The order for answering arguments will be the same as the 
order for principal presentations. 
5. A transcript of the oral presentations and copies of comments filed before 
or at the argument will be available for purchase by any party in interest and 
an adjourned hearing will be held under similar rules on a day to be announced 
before the close of this hearing. 

These arrangements should give everyone a chance to present everything 
he has to say on his own behalf or in answer to those who think differently. 

The Commission does not desire to take up any substantial portion of the 
day presenting its own point of view but in the thought that it may be of some 
service to you in formulating your own arguments I should like to make a few 
observations, 

The sections of the Public Utility Holding Company Act of 1935 relating to 
the issuance and sale of securities are 6 and 7, As provided in section 6 (a), 
securities of registered holding companies and their subsidiaries (other than 
securities exempted under the terms of section 6 (b)) may not lawfully be 
issued or sold except in accordance with a declaration filed under section 7 and 
with an order from the Commission permitting the declaration to become effective. 
Section 7 (d) provides that (if other requirements are satisfied) the Commis- 
sion shall permit a declaration to become effective unless the Commission finds 
that one or more of several conditions exist, including the fact that the terms 
and conditions of the issue or sale of the securities are detrimental to the public 
interest or the interest of investors or consumers (sec. 7 (d) (6)). 

Contained in section 6 (b) is a directive to the Commission as follows: 

“The Commission by rules and regulations or orders, subject to such terms 
and conditions as it deems appropriate in the public interest or for the protection 
of investors or consumers, shall exempt from the provisions of subsection (a) 
the issue or sale of any securities by any subsidiary company of a registered 
holding company, if the issue and sale of such securities are solely for the 
purpose of financing the business of such subsidiary company and have been 
expressly authorized by the State commission of the State in which such sub- 
Sidiary is organized and doing business.” 

The problem presented by section 6 (b) is a narrow one, namely, in making 
rules, regulations, and orders in carrying out the congressional directive to 
exempt the issues described in section 6 (b) what terms and conditions shall 
the Commission deem “appropriate in the public interest or for the protection of 
investors or consumers?” 

The act does not indicate the nature of the terms or conditions which may be 
imposed, but if effect is to be given to the exemption provisions, the extent of 
what can be required by way of terms or conditions must be something less than 
what is required by section 7, else why the exemption afforded by section 6 (b) ? 
Yet rule U-50 now applies in the same degree to securities exempt from section 
7 as to securities issued pursuant to that section. Applications for exemption 
are granted on condition that the applicant in effect comply with the very pro- 
visions from which it seeks exemption. 

The legislative history of section 6 (b) indicates that however broad the 
Commission’s power is under that section to impose terms and conditions, it was 
not intended that such power be used in a form as to ignore the rights of local 
regulatory bodies. 

The provision of section 6 (b) of the act which directs the Commission to 
exempt security issues which have been expressly authorized by a State com- 
mission, under the circumstances mentioned in the section, was not contained 
in the original Senate bills (S. 1725, 2796, 74th Cong., Ist sess.). The House 
bill, on the other hand, flatly exempted such issues. The present provision was 
agreed to in conference. The conference report comments on the provision and 
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indicates that the exemption provision “* * * directs the Commission to exempt 
the issue of securities by subsidiary companies in cases where holding company 
abuses are not likely to exist.” (H. Rept. 1903, 74th Cong., 1st sess., 1935 (at 
p. 67).) 

Now, is absence of competitive bidding in sales of securities by State regu- 
lated utility subsidiaries of holding companies a holding company abuse? 

The original bill introduced in Congress, section 7 (f) included the following 
phrase: “* * * may condition the issue or sale of a security * * * upon such 
requirements as to competitive bidding as the Commission may find necessary 
or appropriate in the public interest or for the protection of investors or con- 
sumers.” When finally enacted, no mention of competitive bidding was included. 
Since the Commission's requirement of competitive bidding for State-regulated 
issues of utility companies is based on a general authority to impose terms 
and conditions and not on categorical congressional direction, it is appropriate 
for the Commission at least to reevaluate the requirement. Part VI of Judge 
Medina’s opinion in the case of United States v. Henry S. Morgan et al., is enough 
to stimulate such a reappraisal. 

The statute in section 1 () does point, among other things, to the evils of: 
(1) An absence of arms-length bargaining, (2) restraint of competition, and (3) 
lack of economies in the raising of capital. 

If reliance on State authorization of issues of domestic-utility companies 
would not at this time provide protection from these evils and if these evils in 
fact exist, then the competitive-bidding rule in respect of such issues should not 
be discarded. If, on the other hand, State authorization is adequate to protect 
against these evils or if such evils are no longer either a fact or a threat, then 
we may properly carry out the congressional mandate to exempt such issues 
without the imposition of competitive bidding as a term and condition of the 
exemption. 

Assuming the beneficial results from competitive bidding, is it necessary 
as a matter of national public interest for the Federal Government to require 
such bidding for securities of operating utility companies in a proceeding dupli- 
cating a State regulatory proceeding involving the same factual issues? Is 
the answer to that question different in the case of equity securities from what 
it is in the case of debt securities? Should the appeal for competitive bidding 
be made to management and to the State commissions? These are some of 
the principal questions to which we are seeking answers. There are other 
questions such as possible legal doubts as to whether the regulatory commission 
of a particular State “expressly authorizes” the issue of securities. You may 
see other questions. We do not want to confine the discussion. Our minds 
are open. We shall appreciate enlightenment both as to problems and solutions. 

Certain persons opposed to the proposed amendment have requested that this 
meeting be conducted as an evidentiary hearing with testimony under oath and 
subject to cross-examination, and it has been contended that the Administra- 
tive Procedure Act requires that this be done. The proposed amendment of rule 
U-50 involves the exercise of the Commission’s rulemaking powers, and we are 
of the opinion that an evidentiary hearing is not appropriate and is not required. 
Indeed, an informal conference procedure was followed by the Commission at 
the time rule U-50 was adopted in 1941. At the conference interested persons 
were permitted to express their opinions, but no sworn testimony was received 
nor were any of the persons who expressed opinions cross-examined in the 
usual sense of the word. A stenographic transcr:pt of the conference was made 
and is a part of the record. The written comments received in response to the 
letter inviting comments on the report of the Public Utilities Division were sub- 
sequently included in the record after inquiry was made whether the writers 
had any objection to such action. In addition, after the conference was held 
certain correspondence which had been received following the conference was 
also included in the record. 

Our reason for concluding that this hearing should be conducted in an in- 
formal manner will now be briefly stated. 

Section 20 of the Holding Company Act includes the following: 

(a) The Commission shall have authority from time to time to make, issue, 
amend, and rescind such rules and regulations and such orders as it may deem 
necessary or appropriate to carry out the provisions of this title * * *.” 

“Rulemaking” is defined in section 2 (c) of the Administrative Procedure Act 
which provides in part: 

“*Rule’ means the whole or any part of any agency statement of general or 
particular applicability and future effect designed to implement, interpret, or 
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prescribe law or policy * * *. ‘Rule making’ means agency process for the 
formulation, amendment, or repeal of a rule.” 

In speaking of the Administrative Procedure Act, the Chairman of the House 
Subcommittee on the Judiciary said: 

“In this bill the accepted analytical terminology has been adopted. Accord 
ingly, we speak of rule or rule making whenever agencies are exercising legisla 
tive powers. We speak of orders and adjudications when they are doing things 
which courts otherwise do. 

“* * * Tn rule making an agency is not telling someone what his rights and 
liabilities are for past conduct or present status under existing law. Instead, in 
rule making the agency is prescribing what the future law shall be so far as it is 
authorized to act” (92 Congressional Record 5574, 5575). 

AS previously noted, the Holding Company Act sets forth no procedural require 
ments for rules and regulations other than their publication as a prerequisite to 
effectiveness. Section 4 of the Administrative Procedure Act sets forth, gener 
ally, procedural requirements for rulemaking, including instances where rules 
are not “required by statute to be made on the record after opportunity for an 
agency hearing.” Since the Holding Company Act does not require a hearing 
for rulemaking, all that the Administrative Procedure Act does is to impose the 
requirement of affording “interested persons an opportunity to participate in 
the rulemaking through submission of written data, views, or argument, with 
or without opportunity to present the same orally in any manner.” 

In permitting the Commission to exercise its own discretion in determining 
what, if any, terms or conditions must be imposed in connection with granting 
exemptions under section 6 (b), the Congress was clearly delegating to the 
Commission power of a legislative nature. A hearing of the type just described 
in the words of the Administrative Procedure Act would be more effective than 
an evidentiary hearing to determine whether the Commission should enlarge 
the scope of exceptions from rule U-50. 

It has also been contended that inadequate notice of the proposed amendments 
has been given. The several releases which we have issued collectively comply 
in full with the notice required by section 4 of the Administrative Procedure 
Act. They included (1) a statement of the time, place, and nature of the rule 
making proceedings: (2) reference to the authority under which the amendment 


is proposed; and (3) the terms of the proposed amendment and a description of 
the subjects and issues involved. Notice was given of the proposed enlarge- 


ment of the cases which would be excepted from the requirements of rule U—50 
and, indeed, reference was specifically made to the Comm ission’s possible con- 
sideration of the issuance of additional new rules which would further imple- 
ment the express purpose of section 6 (b) to place primary regulatory responsi- 
bility upon the state regulatory bodies. 

In addition, just as was done before rule U-50 was adopted, the Chairman 
of this Commission wrote to the various State regulatory agencies inquiring 
as to the views, of those agencies with respect to the proposed amendment to 
rule U-50. Similarly, comments were elicited from the companies subject to 
the Commission’s jurisdiction under the Holding Company Act as well as from 
all other interested persons. The comments received will be part of the record, 
the Commission believes full and fair disclosure has been made and that there 
has been more than adequate compliance with the Administrative Procedure Act. 

Included among the comments the Commission received, were communications 
from Baxter, Williams & Co., of Cleveland, Ohio, and Halsey, Stuart & Co., 
Inc., of Chicago, Ill. The communication from Baxter, Williams & Co. included 
a motion and a brief in support thereof. The motion, in substance, requests 
that the Commission conduct this hearing in accordance with the requirements 
of sections 7 and 8 of the Administrative Procedure Act. A similar suggestion 
in the nature of an appeal was received from Halsey, Stuart & Co., Ine. In 
view of what has been stated, the Commission has concluded that such a pro- 
cedure is not required and that the procedure outlined above will comply with 
the Administrative Procedure Act and the Public Utility Holding Company Act. 
Accordingly, to the extent such action is necessary, if at all, the Commission 
has denied the motion of Baxter, Williams & Co. and the appeal of Halsey, 
Stuart & Co., Ine. 

The Commission has also received a communication from the law firm of 
Wheeler & Wheeler requesting that no further action be taken in connection 
with the proposed amendment until the Commission has disclosed the nature of 
the additional new rules it has under consideration for further implementing 
the specified purpose of section 6 (b) of the act. The Commission fails to see 
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how much information has any bearing on the question whether this particular 
proposal should be adopted. Accordingly, the Commission has decided not to 
accede to the request of Wheeler & Wheeler but rather to proceed with the 
hearing at this time. 

For immediate release Wednesday, November 25, 1953. 


SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D. C. 


Holding Company Act of 1935. 
Release No. 12217-X. 


NOTICE OF PROPOSAL TO AMEND RULE U-50 SO AS TO EXEMPT STATE REGULATED ISSUES 
OF SUBSIDIARIES 


Notice is hereby given that the Securities and Exchange Commission has 
under consideration a proposal to amend rule U-50 under the Public Utility 
Holding Company Act of 1935, which requires with certain exceptions competitive 
bidding for the purchase or underwriting of securities issued or sold by registered 
holding companies and subsidiary companies. 

The proposal to amend rule U—50 is made pursuant to the provisions of sections 
6 (b) and 20 (a) of the Public Utility Holding Company Act of 1935. 

Rule U-50 in its present form was adopted in 1941. Except in the cases speci- 
fied in paragraph (a) of the rule, it requires that the issue or sale of securities 
by registered holding companies and subsidiary companies be at competitive 
bidding. 

It is proposed to add to the cases excepted from the operation of the rule the 
issue and sale of its own securities by a public utility subsidiary of a registered 
holding company which is not itself a registered holding company, if the issue 
and sale are subject to exemption under section 6 (b) of the act from the pro- 
visions of section 6 (a) of the act. This is proposed in connection with the 
consideration by the Commission of the issuance of rules which would implement 
the specified purpose of section 6 (b) to place primary regulatory responsibility 
upon the local regulatory body which is in the closest and broadest day-to-day 
contact with the regulated company. 

Section 6 (b) of the act contains the following directive: “The Commission by 
rules and regulations or order, subject to such terms and conditions as it deems 
appropriate in the public interest or for the protection of investors or consumers, 
shall exempt from: the provisions of subsection (a) the issue or sale of any 
security by any subsidiary company of a registered holding company, if the issue 
and sale of such security are solely for the purpose of financing the business of 
such subsidiary company and have been expressly authorized by the State com- 
mission of the State in which such subsidiary company is organized and doing 
business * * *.”. The conference committee report (H. Rept. No. 1903, 74th 
Cong., 1St sess., p. 67) stated that this provision ‘“* * * directs the Commission 
to exempt the issue of securities by subsidiary companies in cases where holding 
company abuses are unlikely to exist.” 

Under the Commission’s present practice each exemption under the quoted 
provision has been granted by order only and the procedures and policies fol- 
lowed have been substantially equated to those applicable to a declaration filed 
under section 7. 

The text of paragraph (a) of rule U—50 as proposed to be amended would read 
as follows: 

(a) Scope of rule.—This rule is applicable to every declaration and applica- 
tion regarding the issuance or sale of any securities of, or owned by, any regis- 
tered holding company or subsidiary company thereof except— 

(1) The issuance or sale of securities pro rata to existing holders of 
securities of the applicant or declarant (@) pursuant to any preemptive 
right or privilege or (») in connection with any liquidation or reorganiza- 
tion; or 

(2) The issuance of any bond, note, or other evidence of debt of a maturity 
of 10 years or less to a commercial bank, insurance company, or similar 
institution not for resale to the public, provided no finder’s fee or other fee, 
commision, or remuneration is to be paid in connection therewith to any 
third person (except an associate service company ) for negotiating the trans- 
action; or 
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(3) The issuance or sale of securities to any registered holding company 
or subsidiary company thereof whose acquisition of such securities has been 
approved by the Commission pursuant to section 10 of the act ; or 
(4) The issuance or sale of securities the total proceeds whereof to the 
issuer or vendor will not exceel $1 million; or 
(5) The issue and sale by a public-utility company, which is a subsidiary 
company of a registered holding company and is not itself a registered holding 
company, of securities of such subsidiary company where such issue and 
sale are subject to exemption from the provisions of section 6 (a) of the 
act by reason of the provisions of section 6 (b) of the act; or 
(6) The issuance or sale of securities as to which the Commission finds 
that compliance with paragraph (b) hereof with respect to such issuance 
or sale is not (A) apnropriate to aid the Commission (in carrying out the 
provisions of sec. 7 of the act) to deterraine whether the fees, commissions, 
or other remuneration to be paid directly or indirectly in connection with 
the issue, sale, or distribution of such securities are reasonable, or whether 
any term or condition of such issue or sale is detrimental to the public 
interest or the interest of investors or consumers; or (B) appropriate in the 
public interest or for the protection of investors or consumers as a condi 
tion to the exemption of such issuance or sale from the provisions of section 
6 (a) of the act, or to aid the Commission (in carrying out the provisions 
of sec. 6 (b) of the act) to determine such terms and conditions as it may 
be appropriate to impose in the public interest or for the protection of in 
vestors or consumers in exempting such issuance or sale from the provisions 
of section 6 (a) of the act; or (C) necessary or appropriate in the public 
interest or for the protection of investors or consumers to assure the mainte 
nance of competitive conditions, the receipt of adequate consideration or the 
reasonableness of any fees Or commissions to be paid with respect to sales 
of securities subject to section 12 (d) of the act Such a finding may be 
made in connection with the declaration or application regarding such issu 
ance or sale, or upon a separate application for such a finding 
Nothing in this rule shall he deemed to preclude the Commission from entering 
any order which would otherwise be appropriate under the applicable provisions 
of the act. 

* * * * * Ds * 

All interested persons are invited to submit data, views, and comments on 
this proposal in writing to the Secretary, Securities and Exchange Commission, 
at its principal office, 425 Second Street NW, Washington 25, D. C., on or before 
December 31, 1953. After the comments have been received and considered, the 
Commission will determine whether it is appropriate in the public interest 
to hold a public hearing on the proposals before further consideration by the 
Commission. 

By the Commission. 


[SEAL ] OrvAL L. DuBors, Secretary. 
The Cyatrman. If that is all, the committee will recess until 2 
o’clock. 
(Thereupon, at 12: 40 p. m., the committee took a recess until 2 p. m. 
of the same day.) 
AFTER RECESS 


The hearing was resumed at 2 p. m. 

The CuatrMan. The committee will come to order. 

The first witness this afternoon will be Mr. Funston, president 
of the New York Stock Exchange. 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT OF THE NEW YORK 
STOCK EXCHANGE 


Mr. Funston. Mr. Chairman, my name is G. Keith Funston. I live 
in Greenwich, Conn. I am president of the New York Stock Ex- 
change. Accompanying me are Edward C. Gray, executive vice 
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president of the exchange, and Samuel L. Rosenberry, counsel for 
the exchange. I appreciate this opportunity to appear before you to 
discuss with you the bill, S. 2824, to amend certain provisions of the 
Securities Act of 1933, the Securities Exchange Act of 1934, the Trust 
Indenture Act of 1939, and the Investment Company Act of 1940. 

This bill, as you know, is very limited in scope and the amendments 
proposed are essentially technical in nature. 

The 1933 act has been interpreted to require a broker to send a 
prospectus with the confirmation of each solicited order on any 
security registered under the 1933 act and publicly offered within the 
preceding 12 months. The prospectus problem has been particularly 
serious where a company has issued additional shares of an outstand- 
ing security. A broker who solicits a buy order from a customer has 
no way of knowing whether the other party to the transaction will 
deliver one of the new shares offered within the year, or one of the 
old shares which has been outstanding for many years. Accordingly, 
in order to be safe, the broker for the buyer has to send a prospectus 
with the confirmation of each purchase. 

As we pointed out to your subcommittee at hearings held on March 
24, 1952, a study was made of the number of shares listed on the 
exchange as of December 31, 1946, which were affected by the 1933 act 
prospectus requirements. We found that there were 171,528,000 
shares and $1,381,000,000 principal amount of bonds listed on the 
exchange which were so affected at that date. 

The proposed reduction—from 1 year to 40 days—in the period 
during which prospectuses must be used would lessen the unnecessary 
burden imposed on brokers and dealers by the present law. 

Section 201 of title IT of the bill ame ids section 11 (d) (1) of the 
Securities Exchange Act of 1934. Under the present provisions - 
section 11 (d) (1). a broker-dealer is prohibited for a period of 
months from extending credit to a customer on a new security if it 
was a part of a new issue in the distribution of which the broker or 
dealer participated as a member of a selling group or syndicate. We 
proposed that this section be amended to apply only in cases where 
the broker-dealer had sold the security to the customer and then only 
for 4 days after the broker-dealer had completed his portion of the 
distribution and terminated his participation in the selling syndicate 
or group. 

Under the bill before you, the period during which the broker- 
dealer cannot extend credit is reduced from 6 months to 30 days. The 
credit restriction, however, is still applicable, even though the broker- 
dealer did not sel] the security to the customer. Although the amend- 
ment does not go as far as the proposal we made to your subcommittee 
in 1952, we believe that the amendment is a step forward and should be 
adopted. 

Section 202 of title IT of the bill amends paragraph (d) of section 
12 of the Securities Exchange Act of 1934 by repealing the last sen- 
tence of that paragraph. We proposed to your subcommittee in 1952, 
that the last sentence of the paragraph be amended so that “when 
issued” trading on an exchange would be permitted in connection with 
“rights” offerings, reorganizations, recapitalizations, mergers and 
consolidations, and refundings of listed securities, or where the pur- 
pose is to provide an Exchange market for securities to be sold in con- 
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nection with a reorganization under the Public Utility Holding Com- 
pany Act or the Bankruptcy Act. 

It is our belief that where there is “when issued” trading in securi 
ties of a company having securities listed on a national securities ex- 
change, “when issued” trading should be permitted on the exchange as 
soon as it is permitted in the over-the-counter market. One advantage 
to. the public of having such trading on an exchange is the wide dis- 
semination of information as to the prices at which the securities are 
bought and sold on a “when issued” basis. 

The present bill, by repealing the last sentence of a paragraph (d) 
of section 12 of the 1934 act, leaves the matter of “when issued” 
trading in the hands of the Securities and Exchange Commission 
rather than specifying the standards in the act itself as we proposed. 
Nevertheless, we believe that section 202 of t itle II should be aonren 

I will not comment specifically on the other sections of the bill : 
representatives of other segments of the industry more di secily 
atiected by these sections of the bill have discussed or will discuss them 
with you. 

Industry must have vast amounts of additional capital if it is to 
meet. the needs of our expanding economy and to provide jobs for our 
ever-increasing labor force. President Eisenhower said in his address 
last Monday : 

The average investment needed to buy the tools and facilities to give one of our 
people a job runs about $8,000 to $10,000. The more we can encourage savings 
and investments, the more prosperous will be 160,000,000 American citizens. 
Restrictions which hamper the raising of capital should be removed 
unless it can be shown that they are essential to the protection of in- 
vestors. We believe that the other sections of this bill, which will 
facilitate the raising of capital by industry, are in the public interest 
and should be adopted. 

Let me thank you again for the opportunity, Mr. Chairman, that 
you hi ave given me to appear before you. 

The CHatrman. Any questions, gentlemen / 

If not, I would like to ask a question similar to that which I asked 
this morning of the Chairman of the Commission. 

I understand that you have recently returned from a trip abroad, 
during which you have considered, among other things, the possibili- 
ties of larger listings of foreign issues on the New York Stock Ex- 
change. From your experience, can you tell us whether generally 
there is the information available about these foreign issues which 
would enable them to provide you with the disclosure necessary to 
meet your requirements / 

Mr. Funston. Well, Mr. Chairman, it is very hard to generalize on 
the entire condition abroad, just based on a 2-week trip such as I had 
to 3 countries on the Continent and to England. I think that the ven 
eralization is possible, however, to the extent that the European ex 
changes and the European companies are accustomed to much less 
rigorous requirements on the part of the Government with respect to 
information or with respect to other matters which concern us in this 
country; and for that reason there is doubt but what many companies 
abroad are discouraged from listing their securities in this country 
because of what they feel will be the disclosure requirements imposed 
upon them, and certain other requirements that might be imposed on 
them. 
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As far as the New York Stock Exchange goes, it is our present in- 
tention, in discussing listing with the companies abroad, to expect 
them to meet the same requirements for listing that we hold for the 
American companies. It is true, though, and I was especially im- 
pressed by this, that their traditions and in fact certain of their laws 
over there make it more difficult for them to comply completely with 
the American ideas than American companies. 

The Cuatrman. Do you think the conditions are such that it would 
justify a relaxation of your rtles, or our rules? 

Mr. Funston. I don’t think I could answer that categorically. I 
think that is a question that would have to be studied very carefully, 
and I think the companies would have to be judged more or less on the 
individual factors surrounding them. 

When I was in Paris, I was informed of a study that had recently 
been concluded by, I think, the Office of Economic Cooperation, which 
has just been published, which may have some information on this. 
I haven’t gotten into it yet, but I believe there may be some indica- 
tion in that. 

The Cuarrman. Would you care to express an opinion as to whether 
there should be any change in legislation in our controlling acts? 

Mr. Funston. I wouldn’t, at this time, Mr. Chairman, because I just 
don’t know. We haven’t studied it enough. 

When I appeared before vour subcommittee 2 years ago, one of the 
suggestions that I made at that time was that we might have a coop- 
erative fact-finding group to get the facts and to ascertain whether or 
not there was anything that could or should be done in order to en- 
courage more investment, or the listing of more securities in this 
country so that the Americans would invest more abroad. But I want 
to study that and get a lot more facts about it, before I answered that 
categorically. 

I did find, on the other half of the question, that the opportunities 
for the Europeans to invest in this country—and before the war, al- 
most a third of our volume represented volume that was coming from 
overseas, as contrasted to 5 percent now—I think the opportunities for 
that are very small until we have free convertibility of the foreign 
currencies in terms of the American dollar. 

The Cuarrrman. Would you say that at the present time there was 
adequate information available? 

Mr. Funston. I think that undoubtedly the European companies 
would find it possible, if they went through American audit proce- 
dures and so on, to dig out and provide the information that would 
meet all our requirements. I think if you meant by your question, if 
you were to walk into a European country now and say, “Give us this 
information,” I think most of them couldn’t do it. 

The Cnairman. Do you think that we should have more adequate 
information than is now available? 

Mr. Funston. Well, I don’t know exactly what you mean by that. 
Speaking in terms of the stock exchange, of course, we require a great 
deal of information, and any company that is talking to us about 
listing, or that we expect would talk to us in the future would have, 
as a condition precedent of this discussion, that we be given full 
information. 
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The Cuarmman. In other words, you think that the rules now pre- 
vailing in your organization are such that they could and would elicit 
all the necessary information ? 

Mr. Funston. Well, we can elicit the information. Whether by 
insisting on such information we are discouraging a great many com- 
panies for applying for a listing that we would not discourage other- 
wise, is another point. 

The CHarrman. I wasn’t so much interested in whether you were 
discouraging them as whether the information at hand protected 
vossible investors. 

Mr. Funsron. Oh, yes, surely. I think that our requirements of the 
New York Exchange for listing, our informational requests, are quite 
«dequate to protect the American investors. 

Mr. Dotuiver. Mr. Funston, you were speaking of the requirements 
of the New York Stock and the Securities and Exchange Act, and 
vou stated that many of the foreign companies were not able to com- 
ply with your requirements. 

That does not mean that American dollars cannot be invested in 
foreign countries by investors going to Holland and Belgium and 
other countries, to invest their mone y. They can go there to invest 
it, can’t they ? 

Mr. Funston. Yes; but it is done on a very small and limited scale. 
In other words, the average American investor doesn’t have access 
to securities which are listed only on the foreign exchanges. I think 
that most of the European companies recognize that a condition 
precedent for raising substantial sums of money in this country would 
be coming over to this country. For example, a number of European 
companies are listed here which are traded in the over-the-counter 
markets, and that is the way they are getting their funds over here. 

Mr. Doutiver. Before the war you said about 30 percent of the 
volume of the New York Stock Exe ‘hange was foreign money. Didn't 
that money come over here, rather than buying on the foreign 
exchanges ? 

Mr. Funsron. Yes; those were transactions in American stocks, 
you see. 

Mr. Dotuiver. These are transactions in foreign stocks that we are 
talking about. 

Mr. Funston. Well when I say “those were transactions of the 
Europeans mainly, buying and trading in American securities,” this 
other point that I am talking about is American money being invested 
abroad. But, of course, the organization of those exchanges is some- 
what different than ours, and I think that anybody over there would 
agree that it would not be possible to get a substantial amount of 
Amrican capital invested in European countries if they were just 
listed over there on the European exchanges. 

Mr. Dotiiver. You know more about the business than I do, cer- 
tainly, and I will take your word for it, but I just don’t understand 
why itis. If European capital came here to invest in stock listed on 
the exchange to the extent of 30 percent of the volume before the war, 
and now, with the trend reversed, when American capital wants to 
invest in European securities, I don’t see why our money can’t go over 
there and buy on the European exchanges. You say it can’t be done, 
and I will take your word for it, but I “don’t understand why. That 
is all. 
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Mr. Funsron. I think, for one thing, I will be glad to make a study 
of it and send you some information on it. I can’t give you a pat 
answer now. For one thing, I think the average American is much 
more cautious about investing abroad, and I think that the average 
American would want to make sure before he does it that certain 
safeguards had been set up; whereas the average Europeans before 
the war were mainly people of wealth, who were investing anyway, 
internationally minded people. 

The Cuatrman. Mr. Heselton ? 

Mr. Hesevron. I have read something in the Senate report that I 
don’t understand, and I think the record should be a little clearer 
than it is. The Senate committee report states, as to section 2 (10) 
(b) of the Securities Act, that “tombstone” advertising will also be 
permitted. Will you tell us what that “tombstone” is ? 

Mr. Funston. Tombstone advertising is a very austere sort of 
funereal-appearing advertisement that just states certain approved 
information about a security offering. In other words, you can’t 
elaborate with the usual sales technique and enthusiasm of the sales- 
man telling somebody how great an opportunity this is. You just 
state the bare bones of the facts. 

Mr. Hate. Does it indicate that the issuer is dead ? 

Mr. Funston. No, sir. 

Mr. Heseuron. I take it under the present law that isn’t prohibited ? 

Mr. Funston. No, sir, tombstone advertising is allowed. 

Mr. Hesexron. I misinterpreted this. I thought this was an addi- 
tional liberalization of current law or current procedure. 

Mr. Funsron. You are speaking now about Chairman Demmler’s 
testimony this morning; is that correct? 

Mr. Hesevron. No, I was reading the quotation from the Senate 
report, and I interpreted that to mean that the bill before us permits 
some type of advertising which is not now permitted. But, as I 
understand it, it is permitted now, and this just restates the right to 
continue that practice. 

Mr. Funsron. Yes, sir. I am not prepared specifically to answer 
that question, whether the present legislation embraces any additional 
alleviation in the advertising. I am under the impression that it does 
not. 

Isn’t that right ? 

It doesn’t make any change in the advertising allowance at all. 
Or I am told it increases it a little. 

Mr. Rosenrerry (Samuel L. Rosenberry, counsel, New York Stock 
Exchange). It expands the material that can be put into the so-called 
tombstone ad. 

The Cuarrman. Will you make your reply so that the stenographer 
can hear, Mr. Rosenberry ? 

Mr. Rosenserry. This bill does expand the principal advertising 
in two ways: One, it adds to the material which can be put into the 
advertisement, and secondly, it permits the use of the advertisement 
before the effective date. A tombstone ad today can merely state 
the name of the issuer, the price, and from whom a prospectus may be 
obtained. 

Now. with the expanded tombstone, there would be power to sub- 
mit additional information in the so-called tombstone ad. 
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Mr. Hesetton. What type of additional information ? 

Mr. Rosenperry. That, as I recall, is left to the rules and regula- 
tions of the Commission. 

Mr. Heserron. In other words, the kind of advertising is not 
spelled out in the bill itself, but the Commission is given power to 
expand it. What type of permission do you think would be consid- 
ered by the Commission ? 

Mr. Rosenserry. 1 think that is more directly applicable to the 
gentlemen who will follow, who are in the distribution business rather 
than the market itself. 

Mr. Hare. I came in a little late after lunch, Mr. Funston. But 
what you were talking about was the requirements of the stock ex- 
change, rather than the requirements of the act, with respect to foreign 
countries. Is that right? 

Mr. I'unsron. I am not entirely certain of this, but the disclosure 
requirements of the SEC—and I am not sure to what extent they are 
rules or are in the acts—are no more onerous than the disclosure re- 
quirements of the exchange. As I understand it, when the acts were 
drawn, the informational parts of them and the intent were based very 
largely on the then current practice of the exchange. In a number 
of respects, the acts go beyond what the exchange would require, such 
as the disclosure of one thing I know about, the disclosure of the 
salaries of the three highest officers. And that is an area which 
bothers many of the European companies 

Mr. Harr. The Securities Act, 1 am quite sure, does not apply to 
the Federal Government, or to State governments, or to subdivisions 
of State governments, either municipalities or counties; is that cor 
rect ? or isn’t it? 

Mr. Funston. May I ask Mr. Rosenberry to reply to that? 

Mr. Hate. I didn’t suppose it applied to any foreign sovereign—— 

Mr. Funston. Well, sir, I believe that it does for any foreign stock 
that is going to be sold in this country. I believe it does. 

fr. Hare. I am talking about sovereignties. ‘They would possibly 
want to borrow money. For instance, if the Republic of France 
wanted to borrow money in the United States, it wouldn’t have to 
come into the Securities Commission. 

Mr. 'unston. I don’t know the answer to that. 

Do you, Mr. Rosenberry ? 

Mr. RoseNperry. Yes, they would. There is a schedule B, as I 
recall, in the act, comparable to schedule A. You will recall that this 
morning Mr. Demmler pointed out that the schedule contains the in- 
formation required in a domestic registration of a domestic registrant. 
Schedule B covers foreign government issues. The foreign govern- 
ment would have to register the security with the SEC, if it were to 
be publicly cffered in the United States today, 

Mr. Hare. Just like a foreign corporation ? 

Mr. Rosenserry. That is right. 

Mr. Hare. That is interesting. I didn’t know that. 

The Cuamman. As was stated here this morning, the experience 
that we have had with respect to foreign investments previous to the 
enactment. of the Securities and Exchange Act was what prompted 
that provision to be put in the law. We had had some very disastrous 
consequences, as I remember, from the sale of South American se- 
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curities in this country, all of which was a part of the experience that 
was built up in the way of evidence before our committee at the time 
we were discussing this legislation originally. In fact, if you go 
back and read the testimony of those days, those hearings, they cov- 
ered a wide scope of conditions that undoubtedly justified what Con- 
gress finally did in passing the legislation. 

Mr. Hate. As far as American investment abroad at the present 
time goes, isn’t it a difficulty almost entirely in currency regulations 
that make it impossible to convert foreign currency into dollars? 

Mr. Funston. Yes, sir. That is certainly a very large contributing 
cause. And there are many other impedimenta, too. But the one 
that you mentioned is important, that the Americans would hesitate 
to put their money abroad unless they can make certain that they 
can get it back again. 

Mr. Hate. Js there any foreign country today which doesn’t have 
some restrictions on the convertibility of its currency into dollars or 
the export of capital to this country. 

Mr. Funston, I really can’t answer that, sir. I don’t know. 

Mr. Hate. I appreciate that you are being asked a lot of questions 
that are a little bit beyond the functions of your office. You may take 
that, however, as a compliment, Mr. Funston. 

Mr. Funston. Thank you, sir. 

Mr. Hate. J may say that I heard the gentleman speak at a dinner 

of Stock Exchange firms last month, and he made a very interesting 
presentation which all of us could take to heart. 

Mr. Funsron. Thank you, sir. 

The CuarrmMan. Mr. Heselton ? 

Mr. Hesevron. Did I understand you correctly, Mr. Funston, to 
say that one of the difficulties in regard to investment in foreign 
countries was the hesitancy of people concerned in those countries to 
disclose the salaries paid to the higher-paid officers? 

Mr. Funston. That, sir, was one of the questions that I had asked 
me on 3 or 4 occasions during my recent trip abroad. And yes, it is 
my impression that that is a custom followed in Europe and does give 
concern to certain corporation executives. That is indicative of the 
kind of reservation they have about using, giving complete informa- 
tion in the sense that the average American corporation has come to 
expect as routine. 

Mr. Hesevron, Thank you. 

Mr. Petuy. Don’t they have an item they probably wouldn’t want 
to disclose, called secret commissions account, in some European 
countries ¢ 

Mr. Funston. I don’t know anything about that. I didn’t run into 
anything like that when I was over there. 

Mr. Youncer. Do you feel that there is a shortage of risk capital? 

Mr. Funston. In this country, sir? 

Mr. Youncer. Yes. 

Mr. Funston. Very definitely. 

Mr. Youncer. Do you think the move that the House made yes- 
terday in making a start against the double taxation of dividends, 
would help to bring out some of that risk ec: upital ? 

Mr. Funston. I do, indeed. I think that is a most constructive 
move, that will do just what you indicate. I think it is one of the 
finest, most forward-looking steps that could have been made in this 





seat <3 


vocab sees 


nga ri Bl 


eR 





gil 


SBP AS 


Sian wet 


ee 


AMEND SECURITIES ACT OF 1933 AND OTHER ACTS QO] 


area of increasing the flow of equity capital, which in turn will mean 
so much to the future prosperity of our country. 

Mr. Youncer. Do you think that the depreciation item that is con- 
tained in H. R. 8300 will also stimulate the corporations to expand 
and retool and do the things nec essary for a more highly competitive 
industry ¢ 

Mr. Funston. I do, indeed. 

Mr. Youncer. That is all, Mr. Chairman. 

The Cuarrman. Are there any other questions / 

That will be all, Mr. Funston, at this time. 

We thank you for your attendance and the statement that you have 
made for the benefit of the committee. 

Mr. Funston. Thank you, sir, very much. 

The Cuamman. Now, there are several witnesses here. Is Mr. Mc- 
Cormick present? He has a statement for the record and it will 
be inserted at this point. 

(The statement referred to is as follows:) 


STATEMENT OF THE AMERICAN STocK EXCHANGE ON H. R. 7550 


My name is Edward T. McCormick. I am president of the American Stock 
Exchange, 86 Trinity Place, New York City. 

I am happy to be afforded this opportunity to state to this committee the 
views of my exchange concerning H. R. 7550, the bill introduced by Representa 
tive Wolverton to amend various provisions of the Securities Acts administered 
by the Securities and Exchange Commission. 

The amendment proposed under section 7 of the bill, which will amend the 
present provisions of section 4 (1) of the Securities Act of 1933, is particularly 
significant. This is one amendment to that act which nearly all persons 
familiar with the securities business will agree is necessary and should be 
adopted as soon as practicable. As you know, under the act at the present 
time it is necessary for dealers to supply a statutory prospectus to customers 
for a minimum period of 1 year after the first date on which a registered 
security has been offered to the public, or for such longer period as the dealer 
may retain any part of an unsold allotment. The legislative history of the 
act shows that the Congress intended that delivery of prospectuses should be 
necessary only while the registered securities were in the stream of distribu- 
tion, and that the Congress, for lack of a better yardstick, adopted the 1 year 
period as one which was safe to assume would cover the period of distribution. 
I know of no one who will deny that this period is far too long. A realistic 
approach to the problem, and one recognizing both the needs of investors and 
the mechanics of the securities distribution process, would warrant adoption 
of the amendment proposed in this bill, reducing the required prospectus de 
livery period to 40 days after the effective date of the registration statement 
This amendment, as you will appreciate, also retains the requirement that 
any underwriter, so long as he is an underwriter, and any dealer who still 
retains a part of his allotment or participation, must still supply prospectuses 
until his participation or allotment is sold. 

This amendment will be of particular benefit in those circumstances where the 
registered offering consists of additional shares which, by reason of the fungible 
nature of securities, cannot be distinguished by dealers from previously long 
outstanding shares of the same class. 

The burden and expense which the existing law entailes in this respect is 
manifest from the following hypothetical case: Suppose a corporation has out 
standing 5 million shares of common stock listed on a national securities exchange, 
and registers under the Securities Act of 1933 a new offering of 500,000 additional 
shares of the same stock. Even though the distribution may be completed in 10 
days, brokers effecting solicited transactions in this stock, and all dealers, unless 
they definitely know they are selling old shares, which is a practical impossibility 
as a general rule, must deliver a prospectus to the customer on each transaction 
for a period of 1 year from the effective date, and, must supply a prospectus with 
all written solicitations to buy the security that exceed the scope of the “‘tomb- 
stone ad” allowed by section 2 (10) (b) of the act. It seems obvious to me that 
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the Congress did not intend to impose such an unreasonable burden upon the 
industry. 

We earnestly hope that the Congress will act favorably upon this amendment. 

Sections 201 and 202 of title II of the bill represent amendments to the Securi- 
ties Exchange Act of 1934 which are both important for the industry and repre- 
sent no reduction whatsoever, in my mind, in the protections afforded to investors 
under the statute. 

Section 201, which amends paragraph (d) of section 11 of the act, evidences a 
realistic approach to the offering of new issues of securities on a cash basis. The 
reduction of the time element from 6 months to 30 days is adequate to insure 
that a broker-dealer subject to the statute “will not induce his customers to buy 
on credit securities which he has undertaken to distribute to the public.” 

The amendment to paragraph (d) of section 12 of the act proposed in section 
202 of the bill is a salutary measure, striking from the act as it does a provision 
which was neither practicable nor necessary. The soundness of the policy of 
leaving control of “when issued” exchange trading within the authority of the 
Commission is clearly supported by its record for many years. The further clari- 
fication of this policy provided in this amendment is merely a recognition of its 
long experience and ability to handle this somewhat complex problem by appro- 
priate rules and regulations, and a common sense solution of the regulation of an 
area of permissive trading. 

I should like to speak specifically about one further item. I am heartily in 
accord with the proposed amendments to the Trust Indenture Act of 1939 as 
evidenced by the proposals contained in sections 303 and 304 of title III of the 
bill, for TL interpret these amendments as being steps which will ultimately result 
in the adoption by the Securities and Exchange Commission of a short form of 
registration for high grade bonds. 

Since the passage of the Securities Act of 1933 many issues of the highest 
grade corporate bonds have been placed by issuers directly with large institu- 
tional investors, principally insurance companies. This practice bas bad the 
undesirable effect of depriving small investors, including the smaller banks and 
insurance companies, of the opportunity to buy these bonds. In addition, small 
dealers both in and away from the major financial centers who are not in a 
position to take part in the negotiations of such private financing, have been 
entirely eliminated from the stream of distribution of these institutbonal grade 
issues. 

As you know this particular type of bond is so highly margined that there is 
no need to present to prospective investors all the data which might otherwise 
be deemed essential for the appraisal of the investment merits of equity securi- 
ties of lower grade bonds. In other words, much of the information needed 
for proper appraisal of the junior securities of even the large, well-known 
ndustrial leaders is not needed for the high grade bonds, because such bonds 
will not be affected by many business changes that inevitably have a direct and 
immediate impact on the value of junior securities. 

I high'y recommend the adoption of sections 303 and 304 of title III of the 
bill as important steps toward the objective of short-form registration of such 
securities. 

While not commenting specifically on the various other sections of the pro- 
posed amendment, because of their more remote impact on exchange operations, 
I wish to express our hearty endorsement of such changes. 

I want to thank the committee for allowing me to place this statement in the 
record of this hearing. 

The Crarrman. I have also the name of Mr. James E. Day, presi- 
dent of the Midwest Stock Exchange. 

Is he here today, or is someone here for him? 

Mr. Hausrep. Mr. Chairman, my name is Jee Halsted. I am the 
counsel for the Midwest Stock Exchange. I am a lawyer and live in 
Highland Park, Il]. I have a statement for the Midwest Stock Ex- 
change, signed by Mr. Day, which I would like to ask leave to put into 
the record. 

The Cuatrman. Very well. That will be done. 

(The statement referred to is as follows :) 
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MIDWEST STOCK EXCHANGE, 
Chicago, March 15, 1 
Hon. CHARLES A. WOLVERTON, 
Chairman, Cosanmittee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C 
DeaR Mr. CHAIRMAN The Midwest Stock Exchange desires to be recorded 
in favor of H. R. 7550 and urges its enactment 
Only title II of the bill directly affects the exchange but we believe that the 
amendments are generally desirable. The title I proposals recognize needed 
changes in the methods of raising business eapital The public interest will be 
well served by legislation at this time which will facilitate the marketing of 
securities, particularly securities sold to provide equity financing. 
Very truly yours, 
JAMES BE. Day, President 


The Cuarrman. Do you wish to make any additional statement to 
that which you have presented on behalf of Mr. Day # 

Mr. Hausrep. I think not, Mr. Chairman. The statement speaks 
for itself. It isin favor of the bill. 

The CratrmMan. Thank you. 

I have a statement of Selby C. Parker, of S. C. Parker & Co., Ine., 
Buffalo, N. Y.. which is also submitted for the record. 

(The statement referred to follows :) 


KER & Co., INC., 
\ Y.. VMareh 18, 1954 


Mr. CHARLES A. WoLvrnTon 
Chatrnuian fouse futerstate and Foreign Commerce Committee, 
New House Office Building, Washington, D. ¢ 
DEAR Mr. WoLverton: This is a request that in your hearines under H 
T5990 and S. 2846, that nothing is done which hy implicatio ipproves the restric 


tion of section 24 (d) of the Investment Company Act of 1940, preventing 


> 
nt 


investment companies from using the exemption for intrastate issues which other 
companies enjoy under the Securities Act 

In this connection, Congressman Radwan introduced H. R. 6668 on July 30 
1958, At that time a memorandum, somewhat in the form of a brief, was pre 
pared and probably has been filed heretofore with your committee by Mr. Radwan 
Enclosed please find an additional copy to accompany this letter 

The amendments passed by the Senate (S. 2846) do not touch section 24 (d) of 
the Investment Company Act but certain other provisions of the statutes are 
modified, including section 24 of the Investment Company Act. The significance 
of the Senate amendment lies in the fact that by amending section 24 in other 
particulars, they inferentially ratify and approve the portions of the section 
which relate to intrastate offerings 

If the increase for small companies from $300,000 to $500,000 is made, the same 
provision should be carried over in connection with H. R. 6668 

There is a strong possibility that I will remain in Washington at the Lee 
House (T)Istrict T-4800) for another week and I would appreciate very much 
any opportunity you can give me to plead further the merits of H. R. 6668. 

Very truly yours, 
SELBY C. PARKER, 
President. 


A BILL To amend the Investment Company Act of 1940 with respect to small and local 
closed-end investment companies, and for other purposes 


“Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That subsection (d) of section 6 of the In 
vestment Company Act of 1940 is amended to read as follows: 

‘*(d) Any closed-end investment company shall be exempt from the provi- 
sions of this title, if 

“*(1) the aggregate sums received by such company from the sale of all 
its outstanding securities, plus the aggregate offering price of all securities 
of which such company is the issuer and which it proposes to offer for sale, 
do not exceed $300,000 : or 
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“*(2) no security of which such company is the issuer has been or is pro- 
posed to be sold by such company or any underwriter therefor, in connection 
with a public offering, to any person who is not a resident of the State under 
the laws of which such company is organized or otherwise created.’ ” 





Errecct or Proposep AMENDMENT ON ExIstTING LAW 
[New matter in italic ; excluded matter in black brackets] 


“(d) [The Commission, by rules and regulations or order, shall exempt a] 
Any closed-end investment company shall be erempt from [any or all] the pro- 
visions of this title, [but subject to such terms and conditions as may be neces- 
sary or appropriate in the public interest or for the protection of investors,] if— 

“(1) the aggregate sums received by such company from the sale of all 
its outstanding securities, plus the aggregate offering price of all securities 
of which such company is the issuer and which it proposes to offer for sale, do 
not exceed $300,000 [$100,000] ; or 

“(2) no security of which such company is the issuer has been or is pro- 
posed to be sold by such company or any underwriter therefor, in connection 
with a public offering, to any person who is not a resident of the State 
under the laws of which such company is organized or otherwise created 
[;: and 

“(3) such exemption is not contrary to the public interest or inconsistent 
with the protection of investors].” 


REASONS FOR THE PROPOSED AMENDMENT 


Section 6 (d) of the Investment Company Act of 1940 is a recognition by 
Congress that small and local closed-end investment companies should be exempt 
from the act in appropriate cases. The defect in section 6 (d) is that in prac- 
tice it has proved too narrow. That this is so is shown by the fact that, during 
more than 12 years of administration, fewer than 5 companies have succeeded in 
obtaining exemption under this section. 


HISTORY OF SECTION 6 (D) 


That the inadequacies of section 6 (d) in its present form were due to haste 
and improvisation is apparent from the legislative history of the Investment 
Company Act. 

The original proposal to regulate investment companies, drafted by the Securi- 
ties and Exchange Commission, was introduced March 14, 1940, in both Houses 
as 8. 3580 and H. R. 8935. Hearings were held continuously before a subcommit- 
tee of the Senate Banking and Currency Committee from April 2 to April 26, 
at the conclusion of which a large group of investment companies made certain 
counterproposals. Representatives of these companies and the SEC then de- 
voted some 5 weeks to working out a compromise draft, which was introduced 
in both Houses as substitute bills S. 4108 and H. R. 10065. After brief hearings 
before the Senate committee on May 31 and June 4, S. 4108 was favorably re- 
ported on June 6. Hearings on H. R. 10065 were held before a subcommittee of 
the House Interstate and Foreign Commerce Committee on June 13 and 14. 
At these hearings officers of all the larger investment companies appeared and 
testified in favor of the bill. 

Up to this point no provision comparable to section 6 (d) had appeared in 
any draft of the bill. This subsection made its first appearance in H. R. 10065 
as reported to the House on June 18 (H. Rep. 2639, 76th. Cong., 3d sess., p. 2). 
Iixcept for a minor grammatical change, section 6 (d) was not thereafter 
altered or debated. In due course H. R. 10065 passed both Houses unanimously. 

From this history two points are clear. First, section 6 (d) was not a product 
of the drafting conferences between the representatives of the SEC and of the 
industry, nor of the Senate hearings, but originated either with the House com- 
mittee or the SEC or the two together. Second, this provision must have been 
drafted between June 14, when the House hearings closed, and June 18, when 
H. R. 10065 was reported out with amendments. Certain passages in the tran- 
script of the hearings before the House committee bear out these conclusions 
and also shed a good deal of light on the considerations of policy involved. 


AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 95 


These passages concern 2 small investment companies, 1 known as Sneed 
Investment Co. and 1 as Texas Fund, Inc. 

The Sneed company had its offices in Bristow, Okla., in the district represented 
by Congressman Boren of the House committee. Apparently it was a closed-end 
company, that is, a corporation organized in the conventional form, without the 
redeemable shares which are the distinctive characteristic of an open-end com- 
pany. Its assets were less than $100,000. Section 14 of the bill before the com- 
mittee, like section 14 of the present act, required every newly organized com- 
pany, unless exempted, to have a paid-in capital of at least $100,000 before offer- 
ing its shares to the public. Mr. Boren objected to this provision. In a colloquy 
between Chairman Cole and Mr. Boren of the subcommittee and Commissioner 
Healy and Mr. David Schenker of the SEC, which is set out in full in appendix 
A to this memorandum, the SEC representatives recognized the problem of the 
small local company and agreed to consider working out some “formula that 
would consider men like the Sneeds” (hearings, pp. 116-120). 

Texas Fund, Inc., with its office in Dailas, Tex., was a so-called periodic 
payment plan fund; that is, a company continuously engaged in selling redeem- 
able securities to the public on the installment plan. In letters and wires to 
the committe it urged that certain provisions of the bill regarding such plans 
be modified and also that there be inserted in the bill an exemption similar to 
section 3 (a) (11) of the Securities Act of 1933. Section 3 (a) (11) of the 
Securities Act exempts from registration under that act any issue sold exclu- 
sively to residents of the State where the issuing company is incorporated and 
does business. The SEC representatives firmly resisted both these proposals, 
submitting memoranda for the record outlining the Commission’s position. The 
memorandum relating to the suggestion of an intrastate exemption, the signi- 
ficant portions of which are set out in appendix B hereto, is of particular 
interest because its reasoning, while applicable to companies with redeemable 
shares, is largely irrelevant in the case of small closed-end companies, which 
as a practical matter do not compete with the large closed-end companies (hear 
ings, p. 141). 

The only possible conclusion from this record is that the House committee, 
or the SEC, or the two together, hastily devised a last-minute amendment to 
the bill designed to give relief to small, local companies “like the Sneeds” but 
quite deliberately confined to closed-end companies. The amendment now pro- 
posed is not inconsistent with that philosophy, but carries it to is logical con- 
clusion by substituting for the present section 6 (d) a provision of adequate scope 
and definiteness. 


THE ISSUE 


The issue raised by Representative Boren and so unsatisfactorily worked out 
in section 6 (d) was foreshadowed in a statement by a. New York investment 
banker whose vision is not limited to Wall Street. In his testimony on S. 3580 
before the Senate committee Mr. Ferdinand Eberstadt said (hearings, pp. 569—- 
571): 

“We are not one of the so-called large-issue houses. We specialize in the 
issues of smaller companies and are therefore, I think, qualified to speak of the 
difficulties and burdens involved in raising capital for these enterprises under 
existing statutes and regulations. Neither with respect to the securities acts nor 
with respect to the ‘blue sky’ laws do I criticize the fundamental purposes and 
provisions * * * But I am opposed to the almost insuperable barriers of red 
tape, irrelevant detail, reports, paperwork, petty obstacles, vague and involved 
rules and regulations, which render it expensive, time-consuming, and unspeak- 
ably difficult to do business in our field, where I think it is even more true than 
with respect to the so-called large companies * * * 

“To the extent that they are still alive, the main sufferers from this situation 
have been the small local investment dealers, who in the past performed a service 
of inestimable value in raising funds for new local enterprises. The loss of this 
source of new capital has been, in my opinion, a serious deteriment [sic] to the 
country as a whole. The result is that underwriting business more and more 
has been confined to large companies and has been increasingly dependent upon 
what is called Wall Street, which, generally speaking, is not equipped to finance 
companies of small size * * * 

“Tt may be said that investment trusts have not in the past been an important 
factor in the furnishing of capital to small companies or to new industry, and in 
reply I would ask ‘What field has?’ ; and this is one of our main problems today. 
I am convinced from our conferences on this bill with the Securities and Exchange 
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Commission that nobody more than the Chairman of this Commission would 
welcome the entrance of investment trusts into this field, but [ can assure you 
that in my opinion under existing laws and particularly under the bill before 
you for consideration, this is not and will not be possible.” 

So far as the large national companies are concerned Mr. Eberstadt’s mis- 
givings were not borne out The representatives of the large companies took 
an active part in drafting the compromise bill that was finally enacted. One 
of them, Mr. Warren Motley of the Boston bar, with two other members of his 
firm, published an article in 1950 in which, reviewing the first 10 years of the 
Investment Company Act’s administration, he concluded (63 Harvard Law 
Review 1134, 1156) : 

“The requirements of the 1940 act itself are not too hard, although constant 
vigilance is necded to avoid unicitting violations of the law. There is very little 
restraint upon the free exercise of management’s discretion and judgment re- 
garding investment In fact, it may fairly be said that the main purpose and 
effect of the act is to create and maintain a healthy atmosphere in which the 
managerial function will be exercised in the best interests of the beneficial 


owners of the fund.” [Emphasis added. ] 
The large company can support the staff necessary to maintain such ‘“con- 
stant vigilance.” The small company cannot To quote Mr. Motley again 


(at pp. 1154-1155) : 

“It may be helpful to summarize briefly the normal contacts and occasional 
conflicts which occur in the course of a year between the regulated companies, 
individually and collectively, and the regulatory authority (i. e., the SEC and 
its staff). All registered companies must file annual and quarterly reports 
with the SEC, together with appropriate exhibits, such as new or amended 
contracts with investment advisers and underwriters. Then there are the proxy 
statements for annual or special stockholders’ meetings which must be cleared 
with the SEC before mailing. 

“All companies must also be sure to comply from day to day with the various 
positive and negative requirements of the act and with the regulations modify- 
ing or otherwise affecting these statutory provisions. While there is no regular 
routine for the policing of such compliance, questions of interpretation of the 
law or of its application to particular facts are raised from time to time either 
by the SEC staff or by the companies, and differences of opinion necessarily 
develop. In most cases they are resolved by consultation or correspondence. * * * 

“There are also occasional formal applications to the SEC for exemptive 
rulings * * *” 

The mere recital of these “normal contacts and occasional conflicts” shows 
that Mr. Eberstadt’s misgivings have been borne out so far as small and local 
companies are concerned. The national economy will continue to suffer unless 
these local companies are given an adequate opportunity to make their con- 
tribution to the capital markets. It is the closed-end companies, and they alone, 
that can make this contribution. The open-end companies, because their shares 
are redeemable, have to invest their funds in securities which can readily be 
liquidated, and so are unable to devote more than a trifling percentage of their 
capital to assist local enterprises. 

Now the financing of local enterprises is risky business. Many of the large 
investment companies, particularly those with redeemable securities, plausibly 
maintain that, with their conservative portfolios and broad diversification, they 
are fitting vehicles for the investment of the funds of widows and orphans; but 
the local closed-end company cannot make this claim. It serves a wholly dif- 
ferent economic function, that of providing venture capital for small and often 
unseasoned enterprises. Moreover, the moving spirit in the local investment 
company is usually some local investment dealer who, if he is unrestrained by 
law and personally unscrupulous, can dump his less successful ventures into 
the investment company which he controls. 

The true issue, then, is this: How can local financing be encouraged and the 
investing public still be given reasonable protection both » en it buys the 
shares of a local investment company and after it has bought them? 


SCOPE OF THE PROPOSED AMENDMENT 


The proposed amendment of section 6 (d) differs in three principal respeets 
from the existing law: 

1. It is a statutory exemption, not dependent on SEC action or hedged about 
with conditions and qualifications. If the amendment is to have its desired 
economic effect, it must be firm and definite. 
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2. It exempts a closed-end company if it is either small or intrastate, instead 
of requiring that it be both small and intrastate. State lines provide too arbi 
trary a test, are too dependent on geographic accident, to be allowed to be 
controlling. Any small investment company of the closed-end type is bound to 
be a “local” company in the practical sense, even if it occasionally operates 
across a State line. 

3. The test of a “small” company is fixed at $300,000 instead of $100,000, This 
change recognizes the decline in the value of the dollar It is also in line with 
the amendment made in 1945 to section 3 (b) of the Securities Act of 1933, which 
raised the “small-issue exemption” under that act from $100,000 to $800,000 


SIGNIFICANCE OF THE PROPOSED AMENDMENT 


In evaluating the proposed amendment it is essen 





issue already developed : How can local financing be encouraged and the invest 


ing public still be given reasonable protection both when it buys the shares of 
local investment Company and after it has bought them? 

To this question there are two possible solutions, at least in theory. One is 
‘ : 


to cut down the jurisdiction of the SEC over local investment companies but 
still leave them subject to certain selected provisions of the act rhe other is 
to rely on the laws of the States to protect the investing public until the com 


panies have reached a size justifying Federal intervention, 





Section 6 (d) as it now stands employs the first technique. It has not worked 
well in practice. The proposed amendment adopts the second solution 

The system administered by the SEC for protecting the prospective investor 
invelves registration under the Securities Act of 1933. Such registration is 


based on the principle of disclosure. The disclosure principle is sound, but the 
registration procedures of the Commission, perhaps necessarily, are so compl 
cated and time-consuming that the small company cannot afford them. Recog 
nizing this, Congress enacted section 3 (a) (11) of the Securities Act, exempting 
so-called intrastate issues (see appendix B to this memorandum) and section 
3 (b), authorizing the Commission to adopt regulations exempting issues of 
$300,000 or less. But neither intrastate nor small investment companies receive 


the benefit of these latter provisions. Because of section 24 (d) of the Invest 
ment Company Act, no company registered under that act can utilize section 

(a) (11) of the Securities Act. As for section 3 (b) of the Securities Act, rule 
216 (b) (3) of the SEC’s regulation A under that section specifically excludes 
from the small issue exemption the “securities of any investment company regis 


tered or required to be registered under the Investment Company Act of 1940 
So the status of a local or small closed-end investment company under the Se 
curities Act ordinarily depends upon whether it has been exempted from regis 
tration under the Investment Company Act by section 6 (d) of the latter statute 


As we have seen, such exemption has been rare The proposed amendment of 
section 6 (d), in providing definite exemption from the Investment Company 
Act, will put small and local closed-end investment companies on the same basis 


as other small or local enterprises so far as Securities Act registration is con 
cerned 

The Securities Act concerns itself only with the prospective investor. One 
reason for the adoption of the Investment Company Act was to prevent dumping 
and other misconduct by the management of an investment company after the 
public had put its money in. Section 17 of that act contains elaborate provisions 
requiring the prior exemption by SEC order of all transactions having this 
potentiality. But the applications and formal proceedings necessary to obtain 
such an exemption are another example of the red tape with which a large com 
pany can cope, but which a small company lacks the resources to untangle. The 
tight, meticulous regulation in which the SEC specializes is simply not consistent 
with the development of venture capital companies on a local basis. One or the 
other must be abandoned. 

Operating primarily out of Washington, with its 10 regional offices dominated 
by Washington thinking, the SEC is probably incapable of changing its regulatory 
methods, Certainly it cannot dispose of its tremendous workload without resort 
ing to the maze of forms, reports, applications, rules, regulations, and other 
paper mechanisms which are so useful to the Administrator and so baffling to 
the small-business man. The issue cannot be resolved merely by improvements 
in administration in Washington. 

The better solution is to leave the problems of small, local companies to be 
worked out by the States. The blue-sky commissions of the States have generally 
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shown themselves competent to protect the prospective investor in small enter- 
prises, and there is no reason to think that the State governments are unable to 
provide reasonable protection to those who are already investors in such enter- 
prises. By one means or another, by inspection, injunction, or indictment when 
necessary, but more often by less formal methods, local officials should be able to 
check any serious financial abuses on the part of local businesses. 

A division of functions between the State and National Governments in the 
field of financial regulation is long overdue. The statutes administered by the 
SEC were enacted largely because local governments could not deal effectively 
with great interstate corporations. After some years of experience, it is now 
apparent that the converse of this proposition is also true: the National Gov- 
ernment cannot regulate local enterprise without damaging the economy. The 
big companies have a just grievance when they complain that, because of sec- 
tion 18 of the Securities Act of 1933, and like provisions in other Federal statutes, 
they are obliged to qualify their securities in State after State even though they 
have already been through the SEC mill. But the big companies can at least 
survive the injustice. The local company, which ought to be subject only to 
local regulation, is fatally injured if, as is the case with the closed-end invest- 
ment company, it finds that it must meet SEC requirements as well as those of 
its State government. In the case of both small and large companies, this double 
regulation not only weakens the economy but impairs the efficiency of the regu- 
latory process itself. A division of functions between the National and the 
State Governments, based on the realities of business and finance, with each 
government supreme in its sphere and overlapping authority eliminated, would 
not only be a boon to business but would go far to restore in local government 
the vitality, and in the National Government the dignity and judiciousness, 
which they both so badly need. 


APPENDIX A 


Excerpt from hearings before a suibcommittee of the Committee on Interstate and 
Foreign Commerce of the House of Representatives, 76th Congress, 3d session, 
on H. R. 10065, held June 13 and 14, 1950, pages 116-120 


Mr. Scnuenker. Section 14 deals with the size of the company 

Mr. Boren. That is one that I wanted to discuss. 

You go down into the States with this bill and regulate every little investment 
company. As I read the bill the smallest loan, real estate. or other type of 
company which could be organized on a security basis could be regulated here 
and yet you arbitrarily set up the $100,000 figure. I just want you to clearly 
explain to me why $50,000 or $100,000 or $200,000 would make any difference at 
all in the financial solidarity of a beginning firm. It seems to me a $50,000 firm 
with a much smaller operating field will be sounder than a $100,000 firm with an 
operating field 4 times as large. 

Mr. ScnenkKer. There is a great deal in what you say, for it is not an easy 
problem. We have given a great deal of attention to that question. For in- 
stance, Alfred Cook, who represents the trustee in the Continental Securities 
Corp. reorganiza ‘ion, thought that $100,000 was too little. He says, “I cannot 
visualize an investment company with less than $250,000 doing a job for 
investors.” 

Mr. Boren. Where did he live? 

Mr. ScHenKeR. He is a New York attorney who is trustee for Arthur Ballen- 
tine, trustee, for Continental Securities Corp. 

Now we canvassed this problem very carefully with the industry. The indus- 
try felt that $100,000 was too little. Thev continually urged a larger amount, 
because they did not think $100,000 was sufficient. 

Mr. Boren. Why not put a percentage provision of some character in? Is it 
not practical to arrive at a sliding scale on that instead of setting an arbitrary 
basis? 

Mr. ScuenkKer. If you will give me one second. 

Mr. Boren. Yes. 

Mr. ScHENKER. I think you have to distinguish this situation from a minimum 
requirement in the face-amount certificate company. This is the type of invest- 
ment company which goes out and sells securities to the public and says, “You 
turn over your money to me, I am an expert. I know how to manage your 
money better than you. You turn over your cash to me.” 

Now, this $100,000 limitation serves two purposes, in our opinion. It takes 
every fly-by-night out of the picture. To organize an investment company today 
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you can have your office in your hat. You can get out your circulars, pay a 
lawyer a small fee for drawing up your organization documents, file a simple 
registration with the Securities and Exchange Commission, and go out and get a 
bunch of salesmen and start peddling investment-company securities. 

Now, everybody, regardless of who he is, or what his background is, or what 
his financial responsibility is, can organize these companies helter-skelter. This 
provision will have the salutary effect, in our opinion of not letting anybody who 
has just got an idea of forming an investment company, say, “Let’s go see a 
lawyer and Jet him draw up our papers, and let’s start selling securities. That 
is point No. 1. 

Point No. 2, the promoter ought to at least have a little money to get started, to 
buy at least a couple of statistical service manuels and at least be able to obtain 
some statistical analysis of securities. He has to have an office. He has to have 
a couple of analysts, or else you are turning your money over to a fellow who 
is merely in a tipster with some fancy ideas as to how to make money fast 
in the stock market. This provision assures some element of responsibility on 
promoters. 

What this provision really states is: You ought to have initially a pool of at 
least $100,000 before you go around asking the public to turn over their money 
to you for your management. Also you ought to have a pool of money with 
which you can at least get some research facilities to make adequate analysis of 
the securities that you intend to buy. 

Now, I admit that $100,000 is an arbitrary figure. It could just as well be 
$75,000 or $125,000. 

But, we felt from our 4 years’ study, from talking to everybody in the industry 
from the experience of the small companies that if a promoter cannot get people 
to back him in the first instance in an amount of $100,000, he should not be 
permitted to go throughout the entire country and start taking the savings of the 
people. 

Mr. BoreEN. Have you ever talked to those people who tried to raise $100,000 
in a small midwestern community? 

Mr. SCHENKER. No, sir. 

Mr. Boren. I have in mind a company called the Sneed Investment Co., at 
Bristow, in my State, a little town of about 9,000 people. It has been in busi- 
ness for 20 or 30 years. I do not know what capitalization it has, but I 
imagine that it started out with probably $5,000 or $10,000 cash capitalization, 
and I do not want to stifle little companies like that; put them out of business. 

Now, you say that that company could not meet any overhead. Well, that 
is true. On $10,000, income from $10,000, it would not be able to; but now 
that company is protected, and cared for in this bill all right. I want an 
explanation if it is not. I would rather have a thousand dollars in the Sneed 
Investment Co., or $10,000 in it today. It has grown up some. I do not know 
how big it is. It is probably not over $100,000 today. It is operated only by 
a man and his wife and they probably work a half a day about, and with one 
salary drawn out of it. I would rather have some money in that company than 
to have it in one that maybe had a million dollars invested. 

Mr. ScHENKER. I do not disagree with you. There is one question that I 
would like to ask. Do you know how many people are participating in that 
fund as stockholders; who owns the securities of that firm, about how many? 

Mr. BoreEN. I could not guess; but many. It is a public offering. I would 
say at least a thousand or maybe 2,000, because I happen to own a certificate 
in it, and I know people in various parts of the State who do. 

Mr. ScHENKER. Of course, this bill does not put that company out of business. 

Mr. Boren. No; but it does not permit another company of the same character 
to go into business. That is what I am talking about. 

Mr. SCHENKER, There are no two ways about that. This bill says that 
they cannot do it. 

Mr. Boren. That is what I am objecting to. 

Mr. ScnHenKER. Judge Healy indicates that, with respect to all the provisions 
of this bill, you have to consider that it is hard to visualize a provision which 
may not accomplish some undesirable things or do an injustice to a particular 
individual. When you deal with a subject like investment trusts on a national 
basis, you have to balance advantages as contradistinguished from disadvan- 
tages. 

Mr. Boren. Well, now, that is true; but here I have pointed out to you an 
injustice to a possible small company, and we have many of them in my State 
that had a $25,000 or $50,000, or $100,000 beginning. I do not know that there 
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were Many such companies which come under the characterization of this 
bill; but I would say that several would 

As I see it, this would have a slight effect perhaps from a national stand- 
point, but it would have a serious effect on liftle fellows like that. 

If you turn it around the other way, I do not think if you look at it from the 
other angle, the large companies, I do not think that $100,000 is a drop in the 


i 


bucket from the standpoint of protection. I do not think it is worth a dime. I 
am not satisfied with that provisic nat all I think vou just as well have noth 
ng, because what is $100,000 to require of a group of men in New York City who 


are going to come down into my State and sell millions of dollars’ worth of se 
curity? We have been supporting Wall Street out of Oklahoma oil and Indian 
income for years and years, and we have had no protection What is $100,000 
or $1 million to some of them who have sold securities in my State’? 

Mr. Scuenker. If we could work out a formula that would consider men 
like the Sneeds, and other people of that character, we would be delighted to 
do it. 

Mr. Boren. You are still looking at this one subject What protection is 
$100,000 to me from the company that you are really trying to regulate here? 
You are willing to let the Sneeds out, as I understand it, and the people 
of that type: but what real protection do I have from a paltry little $100,000 from 
those companies? 

Mr. SCHENKER. Well 

Mr. Boren (continuing). From those big firms? 

Mr. Scnenker. This $100,000, as I said, is not intended to give you any added 
eushion to the security holders of the company If vou put in $100 million in 
the Lehman Corp., you have $100 million. "That pool is the funds of the stock 
holders jut, at least the $100,000 provision will stop the irresponsible person 
who has no financial backing, who asks the people to hand over their savings 
to him, and allows him to go throughout the country trying to obtain the savings 
of the people 

Subsection (c) of section 6 ] been included in order to deal with those types 
of situations which you cannot possibly anticipate, the possible contingencies 
that you will meet Subsection (©) of section 6 permits the Commission to 


exempt persons, transactions, or companies, upon conditions 

Mr. Boren. That, of course, could take care of the little fellow I am talking 
about: but still Ido not see any value to the $100,000 from the other fellow, unless 
we have the remote value of keeping a few out—outsiders from going into the 
business—but it would not be practical to make an exemption on the basis of the 
extent of the offering of the securities. IT mean, you could not go down and regu 
late the little company that overates all within one State or all within one 
county, perhaps 

Could you work out an exemption of that character? 

Mr. ScuenkKeER. What we would like to do, Congressman, is to consider an ap 
proach to this problem We were not unmindful of these problems, and we are 
conscious that there is a great deal in what you say: but we have a background 
from our studies which shows that the experience of investors in small com 
panies has been simply awful. The Sneeds case is a rare case. We may be able 
to take this approach: if the company is a local company or confined to one State 
with limit to the size of its public offering, we might be able to substantially re 
duce its public offering; we might be able to substantially reduce the amount of 
money that the company would need to start with. How would that be? 

Mr. Boren. That would be exactly what I have in mind from this standpoint. 
Then, if we do that, I would want to see this $100,000 substantially raised to take 
care of the other side of the picture 

Mr. Heaty. Would you reserve your judgment on that point until Mr. Schenker 
has had a chance to point out the other protective provisions in this bill in con 
nection with the issuance of senior securities ? 

Mr. Boren. Referring to the larger companies? 

Mr. Hearty. Yes 

Mr. Boren. Well, if you will keep in mind that other angle, because I do not 
know how much you gentlemen realize that, particularly in a small midwestern 
and mountainous community, and so forth, the desperate need for the development 
of local industries, which often calls for the creation of a very small invest- 
ment company to meet a particular need. My State is carrying on a terrific 
program now to try to start little industries, and trying to finance them through 
little firms created among the fellows who have the money, like peanut factories 
and things of that character, and IT am afraid we cannot do it unless we take 
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eare of that, and I want to take care of them if we can do it without weakening 
the structure of the bill. I do not want to work a desperate hardship on that 
type of men. 

Mr. CoLe. As I understand, your studies disclose that from the investor’s stand- 
point, they took a terrific walloping from a lot of these little fly-by-night 
companies. 

Mr. ScHENKER. Not only that, but even where they were not exactly fly-by- 
nights, Mr. Cole, the investors suffered substantial losses. If you look at the 
profit and loss statements of these companies, you find that the salaries and 
expenses devoured all of their income. Small-sized companies just did not work, 
You have to pay officers, and no matter what you pay them, most of the dividends 
and interest from the portfolio securities are absorbed for this purpose. 

Mr. Core. Is that not very often the purpose of a great many of them? 

Mr. ScHENKER. And yet, you may have the situations that Congressman Boren 
is talking about. 

Mr. CoLe. Now, one other question. Are we to understand that section 6 (c) 
contemplates pretty liberal exemptions of companies under $100,000? 

Mr. ScHEeNKER. No. 6 (c) is the broad exemptive power in the Commission 
which was deliberately inserted with the universal approval of the industry, to 
give the power to the Commission to meet situations which were not known. 

Mr. Coie. I realize that, but you have cited in answer to Mr. Boren’s question, 
section 14 as some relief to his situation, I do not personally want to feel that 
the Commission contemplates by rules and regulations to undo the effect of 
section 14. 

Mr. SCHENKER. No. 

Mr. Coie. To any great extent? 

Mr. SCHENKER. I may have overstated that position. If you will read section 
6 (c) you will see that it sets forth a standard “to the extent that such exemption 
is necessary or appropriate in the public interest and consistent with the protec- 
tion of investors and the purposes fairly intended by the policy and provisions 
of this title.” 

Now, there is a provision that there be a minimum capital of $100,000 in order 
to start an investment company. 

Section 6 (¢) really deals with situations that you may not have anticipated. 
I think that the Congressman’s situation may have to be dealt with through a 
specific amendment to this bill. 

Mr. Boren. I want it to be made clear. I do not want to weaken the pro- 
visicns we are discussing. I would like to see it strengthened; but I did intend 
to announce the opinion that you could not arbitrarily say that $100,000 had 
anything to do with the real financial soundness of a firm, whether it be larger 
or smaller. I have finished on that point. 





APPENDIX B 


Excerpt from hearings before a subcommittee of the Committee on Interstate and 
Foreign Commerce of the House of Representatives, 76th Congress, 3d session, 
on H. R. 10065, held June 18 and 14, 1940, page 141, being a portion of a memo- 
randum entitled “Memorandum re Texas Fund, Inc.—NSales of periodic payment 
plan certificates limited to a single State” 


The arguments of Teras Fund, Inc., are based upon a misconception of section 
3 (a) (11) of the Securities Act of 1933—Section 3 (a) (11) of the Securities 
Act of 1933 grants an exemption to- 

“Any security which is a part of an issue sold only to persons resident within 
a single State or Territory, where the issuer of such security is a person resident 
and doing business within or, if a corporation, incorporated by and doing business 
within such State or Territory.” 

Section 3 (a) (11) of the Securities Act was obviously not included in the 
act for constitutional reasons. A local distribution by a local corporation to local 
residents is exempted by the act from the requirement that a registration state- 
ment be filed. The same distribution is, however, not exempted from the 
provisions prohibiting fraud and false and misleading statements. Thus, it 
is clear that Congress had the power to regulate and did regulate such local 
distributions. It preferred, however, not to require registration but only to 
prohibit fraud. This it did because it believed that in the case of the ordinary 
business corporation, local residents would be sufficiently familiar with the busi- 
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ness so that in most cases adequate disclosure could be obtained without 
registration. 

However, in the present case, as has been noted above, local investment 
companies, particularly of the type of Texas Fund, Inc., are not local business 
concerns as ordinarily understood. They are companies whose main business is 
the sale of securities to the public and who are selling their securities in direct 
competition with larger interstate organizations. Furthermore, the investment 
companies bill is not purely a disclosure form of regulation, such as is contained 
in the registration provisions of the Securities Act; it covers a wide variety of 
activities and imposes affirmative regulations. Thus, even though Texas Fund 
and similar companies are known locally so that disclosure is less necessary than 
in interstate companies there nevertheless would be a great need for the many 
affirmative regulations imposed by the bill, for which, of course, disclosure is no 
adequate substitute. (Thus, full knowledge of loads imposed by Texas Fund and 
similar companies would not prevent exorbitant loads from being charged.) The 
enactment of an exemption similar to that contained in section 3 (a) (11) would 
result in the creation of numerous companies like Texas Fund, which would 
immediately place interstate companies at a complete disadvantage and in a large 
measure nullify the protections afforded by this bill. 


STATEMENT OF RALPH H. DIMMLER, CHAIRMAN OF THE SEC on H. R. 6668 


(1) The proposed amendments to the Securities Act in H. R. 7550 and S. 2846 
which the Commission supports are essentially noncontroversial. Included in 
these proposals are amendments to the Investment Company Act of 1940, largely 
technical in nature and resulting from the changes proposed in the Securities 
Act of 1933 and the Securities Exchange Act of 1934. We are not recommending 
at this time any revision of the provisions of the Investment Company Act except 
as made necessary to carry out the purposes of the amendments of the Securities 
Act. 

H. R. 6668 does not come within the scope of the amendments we wish the 
committee to consider at the present time. Section 6 (d) of the Investment 
Company Act of 1940 now permits the Commission in the interests of investors 
to exempt from any or all provisions of the act, an intrastate closed-end company 
of less than $100,000. H. R. 6668 would exempt completely from regulation all 
intrastate closed-end companies no matter how large or extensive their invest- 
ments, and interstate companies of less than $300,000. The bill, we believe, raises 
controversial questions, It might deprive a substantial number of investors of 
the protection afforded by the Investment Company Act. It should therefore 
be put aside for subsequent consideration. 

(2) The Commission and its staff have made some study of the problems pre- 
sented by H. R. 6668, and we intend to submit a detailed report to the committee. 
I can, however, express some general views on the proposed amendment. 

After an exhaustive study of the investment trust field by the Commission at 
the direction of the Congress and extensive hearings before the Congress, the 
Investment Company Act was adopted to regulate the entire industry, covering 
such matters as: 

(a) Transactions of investment companies with directors, officers and 
other affiliated persons. 

(b) Issuance of bonds and preferred stock in proper ratios and other 
matters relating to capital structure. 

(c) The equitable distribution of voting power: the prohibition of control 
devices; certain qualifications of management and limitations with respect 
to directors. 

(d) Financial reports and accounting methods. 

(e) Adherence to fundamental policies. 

(f) The distribution and repurchase of securities. 

The intrastate closed-end company, or the small company, is no less subject 
to these problems than the larger or interstate enterprise. The necessity for 
regulation and protection of investors in this area does not depend upon the size 
of the company or the fact that securitiess are sold only to residents of one State. 

If there were not Federal regulation of such matters, security holders would 
have to depend upon the ordinary corporate laws of the particular State for 
protection. Generally, the States have not dealt with the specialized problem of 
regulating investment companies. 
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It is, of course, highly desirable to encourage the flow of venture capital into 
business. It is doubtful, however, whether it would be encouraged by the giving 
up of all regulatory supervision of small, intrastate investment companies or 
whether it would be wise to do so. 

Apart from the foregoing, there is serious question whether small public invest- 
ment companies can operate profitably with or without regulation. Experience 
has shown that investment companies by their very nature as conduits of capital 
require a substantial amount of assets and income for economical and efficient 
management and a reasonable return to investors. 

One of the objectives of the Investment Company Act was to prevent the or- 
ganization of investment companies by financially irresponsible persons, to pre- 
vent shoestring operations. The proposed amendment of section 6 (d) would 
effectively frustrate this objective. 

Our conclusion is that the Commission is not prepared to recommend the pro- 
posed amendment of the Investment Company Act. 

The Cuatrman. Is Mr. Bryce, president of the Investment Bankers 
Association, present ? 

Mr Bryce, would you tell us just how long your statement would 
take ? 

Mr. Bryce (T. Jerrold Bryce, president, Investment Bankers Asso- 
ciation of America). Just afew minutes, sir. 

The CHatrman. And Mr. Edgward C. George, chairman of the 
board of directors of the National Association of Security Dealers. 
Is he present ? 

Mr. Grorce. Yes, sir. My statement won’t take any more than 3 or 
4 minutes. 

The Cuatrman. Clyde McFarlin, president of the Montezuma Mu- 
tual Telephone Co. ? 

Mr. McFarurn. Mr. Chairman, I appear for the United States In- 
dependent Telephone Association, which represents 5,300 people. I 
would like, when the times comes, to insert my statement in the record 
and have the opportunity to make a 5-minute oral statement. 

The Cuatrman. Mr. Melvin A. Hardies? 

Mr. Harpies. Yes, Mr. Chairman. I should like to submit a state- 
ment and perhaps take 2 or 3 minutes to summarize it. 

The Cuamrmman. Mr. Charles F. Eaton, Jr., National Association of 
Investment Companies ? 

Mr. Eaton. I have a written statement, which I would be happy to 
submit, and I might take 2 or 3 minutes otherwise. 

The Cuatmrman. Is Professor Louis Loss present ? 

Mr. Loss. He is, Mr. Chairman. I have a statement which might 
take 10 or 15 minutes, if you have that much time. 

The Cuarrman. Yes; I know you have come a great distance to be 
here, and it is necessary for you to catch a certain plane, so I will hear 
you at this time. 


STATEMENT OF LOUIS LOSS, PROFESSOR OF LAW, HARVARD 
UNIVERSITY 


Mr. Loss. Thank you, sir. 

Mr. Chairman, my name is Louis Loss. I am now professor of law 
at the Harvard Law School. For a period of almost 15 years, I was 
on the legal staff of the Securities and Exchange Commission—for 
the last 4 years as its Associate General Counsel. On September 1, 
1952, I resigned to accept an appointment as professor of law at 
Harvard, where I have been working in the general area of corpora- 
tion law with particular emphasis on the SEC field. 








104 AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 


The chairman may remember that in the long negotiations and 
hearings we had back in 1941 and 1942, just before and after Pearl 
Harbor, I was then the junior member of a staff committee, and in 
more recent years I was chairman of a similar committee when I 
was still with the Commission, and in th: at connection I had the pleas- 
ure several times of appearing here on the Senate side. 

I think it fair to say that this background gives me a rather intimate 
knowledge of the problems which the industry and the Commission 
have been wrestling with in the attempt to find a legislative solution 
going back now 14 or 15 years, and for that reason it gives me a very 
real sense of pleasure to come here, and for wh: were it may be worth, 
say that this bill, in my opinion, is an excellent bill which ought to 
eee ii 

The \IRMAN. We certainly are pleased to have you present with 
the committee, Mr. Loss. We remember distinctly ‘the occasions on 
which you have previously appeared before the committee. You were 
always of very great help to the committee in its deliberations. And 
we realize that your long background of experience with the Com 
cat and your subsequent interest in the subject, and certainly your 
work as professor at the Harvard Law School, makes you a very valu 
able witness before the committee, and we appreciate your willing 
ness to come down from Cambridge today to give us the benefit of 
your thought in this matter. That you approve of the legislation is 
also pleasing. 

Mr. Loss. Thank you very much, Mr. Chairman. I consider it my 
pleasure to be able to « ome here aa say this. 

I think that this bill, solving a number of prob lems which are 
essentially of a technic ‘1 aad acter, would definitely ees the ad- 
ministration of these acts, particularly the Securities Act, the basic 
act of 1933. 

I can’t see that it involves any conflict between the interests of those 
who are regulated and the interests of the public generally. And per 
haps as important as anything is the fact that this bill is by far the 
simplest from the point of view of drafting that I have seen, and I 
have seen quite a few of them in the last 10 or 15 years. 

It has been apparent almost from the very enactment of the Securi- 
ties Act that that statute involves a basic conceptional conflict. On 
the one hand, section 5 categorically prohibits any form of solicitation 
until the effective date, so long as the mails or interstate facilities are 
used. But on the other hand, the whole theory of a waiting period 
is that it should be used to disseminate information, to educate the 
public so that on the effective date they will have some idea whether 
they want to buy the particular security or not touch it with a 10- 
foot pole. 

Well, the difficulty is that it is rather unrealistic to expect that the 
dealers, people who have something to sell, are not going to puff their 
merchandise when they sell. Salesmen are not educators. And, as 
I have elsewhere had occasion to point out in some writings, to me 
the concept of a reluctant salesman-is just about as vision: ry as that 
of a nation without a thirst. And I think perhaps the results have 
been much the same so far as the waiting period is concerned. 

In order to make section 5 work at all, that is, the waiting period 
idea in section 5, the C ommission has had to invent the fiction of the 
“red herring prospectus” that we talked about this morning. I call 
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it a fiction. I call it that advisedly, because I think it is self-evi- 
dent that from any realistic point of view the dissemination of “red 
herring prospectuses” is the first step in the successful distribution of 
an issue of securities. To call the “red herring” device a fiction is 
not te condemn it. Legal fictions are sometime necessary in our com 
plex civilization, and this committee itself pointed the way to this 
solution of the section 5 dilemma in its 1933 re port on the bill whic h 
became the Securities Act. But so long as the basic law incorporating 
this conceptual conflict—this unrealistic Gentine ‘tion between dissemi 
nation of information, which is encouraged, and selling effort, which is 
a felony at least in principle, with the possibility always present of 
serious civil liabilities if you overstep the line, not to mention, at least 
in theory, criminal prosecution—so long as we have that state of af 
fairs I don't think we ean have in this country that degree of dis- 
semination of wong information about public offerings which is es 
sential if we are going to operate on the disclosure ph ilosop hy as 
distinct from some more pervasive re rors atory philosop! lV. 

I am afraid, too, that so long as section 5 stands in its present form 
there will always be some violations through interstate-telephone con 
versations during the waiting period, Now, I don't Say that that 
prohibition against interstate solicitation could not be enforced if 
there were a will to enforce it, but I do say this, that none of us in 

free society would relish the methods that would have to be used to 
enforce that kind of . prohibition. 

The present bill. i\ frankly lewalizi iv 
from the very beginning, and what this committee really said would 
have to be done from the very beginning, by legalizing this red- 
herring fiction, and frankly permitting e ither oral offers or processed 
writter offers during the waiting period, will make it unnecessary 
to resort to this kind of cumbersome fiction in order to accomplish 
the aim of disclosure which Congress always had in mind. I think 
it simply we a spade a spade, and it is a reform which, in my humble 
opinion, is long overdue. 

It is fetes that this new section 5 would substitute for the old dis- 
tinction between dissemination of information and solicitation a new 
distinction between offers and contracts. But that distinction between 
offers and contracts to sell is a distinction that the common law is very 
much used to. It is a traditional distinction with which the law has 
had a great deal of experience long before anybody dreamed of the 
SEC. And all that will be necessary is this: Sellers will have to 
stop short of making offers in the “common law” sense of the term. 
They will simply solicit offers to buy which they will then accept 
after the effective date. so that there won't be technically an offer 
and acceptance before the effective date, which would be illegal. I 
don’t think that should cause any substantial difficulty at all. 

Now, I take it that perhaps the next most serious problem in the 
administration of the Securities Act has been the difficulty of achiev- 
ing a prospectus that is reasonably concise and reasonably readable. 
That, again, is a difficult problem, because it is unrealistic to expect, 
in our Modern financial world, to be able to form an intelligent 
investment decision on the basis of a document that will make good 
bedtime reading for the average American. That is just unrealistic 
to expect. Furthermore, so long as section 11 of this statute imposes, 
as it should, civil liabilities for omissions to state material facts, 


} 


what we have been doing 
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issuers and underwriters and their lawyers are going to be reluctant 
to cut and condense. On the other hand, it seems to me that this civil 
liability cannot be the only explanation for the long prospectus, 
because in England, too, there is much the same civil liability. As 
a matter of fact, section 11 was largely modeled on the comparable 
provision in the then British Companies Act, which, I think, is now 
section 43 of the 1948 Companies Act. The difference is that all you 
do is get up your prospectus, file it with the Registrar of Companies, 
and on the third day you sell, and Parliament relies on civil and 
criminal sanctions to keep things accurate and complete. So perhaps 
Government has to share with industry in this country the blame if 
there is a long prospectus, just as I think Government and industry 
can share the credit for the very real improvement that has been 
made in recent years in cutting down the prospectus. 

But, even though the typical prospectus that I have seen recently is 
considerably shorter than it was 10 or 15 years ago, much in my 
opinion still remains to be done, and I think it would make a good 
deal of sense, for example—if it were done carefully, as I am sure the 
Commission would do it, feeling its way experimentally—it would 
make a good deal of sense to me to permit companies which have filed 
annual reports for a number of years in connection with their listing 
on an exchange, let us say, and which have a certain earnings record, 
a certain dividend record, to have, under carefully regulated standards, 
somewhat shorter informational requirements in the prospectus 
than a new promotional company with no history. That is something 
that would have to be done carefully, but to me it makes a good deal 
of sense to try it. And the amendment in this bill, I think, would 
encourage that very definitely. 

Now, another sore point, which I shall just mention unless there is a 
question on it, is the 1-year prospectus requirement, which I think 
quite properly ought to be cut to something in the neighborhood of 
40 days. So far as the so-called small issue exemption is concerned, 
it again makes a good deal of sense to me to raise the maximum within 
which the Commission may exempt by rule from $300,000 for a par- 
ticular issue to $500,000. Of course, everybody is against sin and in 
favor of small business, and while studies that I have seen indicate 
that the higher cost of financing small business is primarily an eco- 
nomic matter, due to the higher cost of merchandising those issues, 
and only secondarily due to the cost of registration, nevertheless the 
increase in the exemption should help somewhat, and I think it would 
be worth doing. At the same time, I think we should not forget that, 
almost in the nature of things it is in this area of small promotional 
companies that the frauds are likely to arise. And therefore I think 
that it would be a grave mistake to permit public financing in these 
amounts up to a half million dollars without some modicum of dis- 
closure comparable to what Regulation A now provides, as distinct 
from the much lesser degree of disclosure that was required until 
about a year ago. But I assume there is no intent to go back to any- 
think like the old regulation. 

I have no comment, gentlemen, on the other proposals, unless there 
are questions. I think they are all steps in the right direction, espe- 
cially the amendment on the so-called 13-month prospectus and the 

new procedure for registering investment company issues. 
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I also was pleased to see that the Commission is apparently con- 
sidering a proper rule to correct the so-called Haupt doctrine, which 
has to do with secondary distributions through brokers. It has seemed 
to me almost since the adoption of that doctrine that the solution there 
wasn’t worth the difficulties that the solution created. 

I would like, if 1 may, in conclusion, to make three points of 
more general nature. 

First, I think that this bill, important as it is—and I think it would 
be a crying shame, now that it has come this far, not to see it en: ac ted— 
important as it is, I think this bill should be viewed not as the end 
but as the beginning of a general and much-needed overhaul of these 
acts. The SEC, apart from its advisory duties under chapter X of 
the Bankruptcy Acts, administers 6 separate statutes, highly complex. 
Each of them was novel when adopted. ‘They were passed or amended 
ut seven different sessions of the (Congress. And however well they 
may have been drafted and administered—and I think we have been 
blessed with exceptionally able Commissioners throughout the history 
of this Commission—it would be incredible if, in the light of 20 years 
of experience, we did not find some overlappings, some gaps, some 
ambiguities. 

Ideally, it seems to me that these six statutes should some day be 
reexamined as a whole and integrated into a Federal Securities Code, 
just as we have an Internal Revenue Code. And here I think we could 
learn a lesson from the English, who seem to have a knack for doing 
these things. Their legislation in this area, while not nearly as broad 
as ours, is much older, as you might expect; and for some time now, 
every 20 years or so, the Board of Trade there appoints a distinguished 
committee of experts to perform the difficult and technical task of 
reexamining the Companies Act and suggesting needed reforms to 
Parliament. The last committee that did that was the so-called 
Cohen committee, and they filed a comprehensive report in 1945 
which led to the amendments of 1947 and the new Companies Act of 
1948. And it is my impression also that these periodic reexaminations 
in England are done on a nonpartisan basis, just as, happily, I think it 
fair to say that a nonpolitical approach has been developing in 
this country to this kind of legislation. 

I think, if I may say so, that in a few years, when the section 11 pro- 
gram under the Holding Company Act, the integration and 
simplification program, has been quite completed, it might be a good 
time to have a general look at all these statutes, with a view to inte- 
grating them into a simple code that would make life simpler for 
everybody. 

And my second point is that, when that day comes, any such general 
reexamination should not be a one-way street. It should seek to elimi- 
nate both unnecessary overlapping and unnecessary and illogical gaps. 

To give you an example, a brief example, of each, here is an over- 
lapping w hich makes little sense and would never be in the law exce pt 
that these acts were necessarily passed at seven different sessions. 

Today, if you have an electric or gas subsidiary of a holding com- 
pany which wants to float a bond issue publicly, it has to register se p- 
arately under the Securities Act, it has to qualify an indenture under 
the Trust Indenture Act, it has to get authority under the Holding 
Company Act, and if it wants to list that bond on an exchange it has 
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to file under the Exchange Act. Each of these acts has separate defin?- 
tions, separate exemptions, separate rulemaking powers, separate juri- 
dical review procedures, similar but tant: alizingly different insofar as 
legal questions can be raised. And this, to my mind, is not an ideal 
situation. The Commission has done yeoman work by rule, insofar as 
it can, in incorporating by reference, and that sort of thing, to mini- 
mize this overlapping. But the only way it can be cured 1s to have 
these six statutes integrated into a code some day. Under that system 
obv iously, in a case like this, there would be one b: asic registr: ation, with 
necessary supplements and so on. 

Now, on the other hand, just as I think there are illogical and need- 
less overlappings, there are senseless gaps in the legislati ion. It makes 
no sense to me, for example, to have the Federal Government regulat- 
ing the proxy solicitations of corporation A just because its stock 
happens to be listed on a stock exchange, and to regulate the insider- 
trading practices of the management of corporation A, when corpora- 
tion B, which is just as big and has just as many stockholders but has 
never listed, perhaps just to avoid these regulations, is not subject to 
them. It seems to me that, if the prox) rules or any other statutory 
provisions or regulations are bad, they should be amended or appealed. 
But if they are sound they should be app lied equally to all companies 
of a requisite size and a requisite degree of public ownership. 

My last and third point is this: That in any general overhaul of these 
statutes, while a certain amount of positive regulation will, I am 
afraid, continue to be necessary, particul: url) in the investment com- 
pany and holding company fields, I think there should be no depar- 
ture from the basic philosophy of disclosure which is expressed in the 
1933 act and much of the 1954 act. 

I think that a regulatory type of securities act, which many of the 
States have, and which permits Government to decide what companies 
may have access to the public capital markets, may be all right for 
those States that want it, but 1 shudder to think of its implications 
on the national scene in a country this huge and this complex. I think 
that with all its faults the disclosure scheme of the 1933 and 1934 acts 
is basically sound and basically successful. I think certainly it is 
more consistent with the traditions of a free capitalistic system than 
would be a more pervasive regulatory scheme, and I think all it needs 
is an occasional overhaul, but I do think it needs that. 

Thank you very much for hearing me out. 

The CuarrMan. We certainly appreciate your statement, Mr. Loss. 

Are there any questions? Mr. Heselton ? 

Mr. Hesevron. First, I don’t want to lose that descriptive term, 
“tombstone advertising.” 

Mr. Loss. If you would like, I can tell you what a tombstone ad is. 
This financial field is nothing if not rich in jargon, and financial 
slang crops up very easily. 

Under 2 (10) (b) of the Securities Act, as it now stands, if you run 
an advertisement after the effective date only, which does no more 
than identify the issue and give the price—and in any event, it must 
state where you can get a prospectus—that is an exeception from the 
present prohibition against making any writings which are not the 
complete prospectus, you see. Now, because of the format of those ads, 
they were very early christened “tombstone ads,” because they looked 
like tombstones. That is all that means. ; 
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Mr. Hesevron. As to the implic ‘ation that certain additional sales 
material would be likely to creep in, do you know what type of infor 
mation would be considered desirable? 

Mr. Loss. That question, of course, had better be addressed to the 
Commission, since I am no longer there. But it seems to me that, if 
this bill is passed, that is really subordinated to a greater ques- 
tion, if I may say so, which is this: Does the Congress want to permit 
the Commission, by rule, to authorize short-form prospectuses of 
various kinds, more or less similar to the present identifying state 
ment, perhaps somewhat dissimilar, during the waiting periodé | 
think that the Commission should have that power. Now, if the 
Commission has the power to permit half a prospectus during the 
waiting period, certainly I don’t see how anybody can get excited 
ubout the power somewhat to expand the tombstone ad. I think 
what this bill basically is driving at is to give the Commission the 
power under proper standards to permit dissemination of informa 
tion in an understandable form during the waiting period, because 
that is the entire basic premise of the Securities Act, to educate the 
public. 

Mr. Hesevron. Of course, there is also another very important fea- 
ture of the act, and that is the protection of the investing public. ‘The 
only question I had in my mind at all was whether this well-inten- 
tioned move might deve lop into something that would be adverse to 
the public interest. 

Mr. Loss. Well, sir, of course, that is always,a danger. But it 
seems to me there are two answers. First, since every buyer is going 
to have to get the complete prospectus, this itself will furnish a check, 
an automatic check, on overenthusiastic statements in whatever sum- 
maries may be permitted during the waiting period. 

And secondly, however much we may try to define in legislation and 
avoid a Government of men, you have to have men to administer Gov- 
ernment. And if you trust your Commissioners, as vou should, they 
deserve the essential powers without which they can’t act, and, of 
course, this committee always sits to keep a check on them. 

Mr. Hesevtron. Mr. Chairman, someone has handed me what I take 
to be a tombstone ad. I will leave it to the chairman’s determination 
whether this should be placed in the record. 

I want to ask one more question. In your discussion of the increase 
in the Commission’s authority to promulgate executive rules under 
section 3 (b), which would raise the exemption from $300,000 to $500,- 
000, you did say it would be a grave mistake to permit public financing 
in these amounts up to a half million dollars without some modicum 
of disclosure and control which are afforded by the present regulation 
A, as distinct from the very lax regulation which was in effect from 

1941 until about a year ago. 

Do I understand by that that you do not feel that anything should 
be done by way of amendment in the proposed legis: ation, but that this 
should be accomplished by the extension of regulation A to cover 
the whole field ? 

Mr. Loss. No, sir. Let me explain it in this way: Regulation A was 
adopted under section 3 (b) of the act; 3 (b) says the Commission 
may, in its discretion, exempt issues up to $300,000. So the Commis- 
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sion would have no power to exempt greater- sized issues unless you 
raised that figure to some other figure, like $500,000. Then the Com- 
mission could, although it would not have to, go that high, legally. 
I assume it would go that high, and I would see no objection to it 
under substantially the present conditions. These are conditional 
exemptions, and you have to comply with the rather stringent condi- 
tions now of regulation A. In substance, the present regulation A 
is not so much an exemption as it is a short form of registration, 
because to get under the regulation you have to give a substantial 
amount of information, not nearly as much as in a registration but a 
good deal more than nothing. 

Mr. Hesevron. There is one other phrase that I note in connection 
with the analysis of the bill, which I just don’t understand. It refers 
to “no free writing by prospective sellers.” 

Mr. Loss. That is another slang term which has grown up in these 
negotiations over the years. U nder the bill as it stands, the only way 
you could legally make an offer during the waiting period, before the 
effective date, would be orally—and you can do that now if you don’t 
cross a State line by telephone—or by means of this tombstone ad or 
this processed section 10 (b) prospectus under the Commission’s rules. 

Now, it was at one time suggested by representatives of the industry 
that the act should be amended to permit any kind of writing, at least 
if it were preceded by one of the processed documents, just as today, 
after the effective date, once you give the person full prospectus you 
can give him supplemental literature, free writing. But under the bill 
as it stands, there would be no free writing, no supplemental literature 
allowed, prior to the effective date. The only writing permitted 
would be the tombstone ad or the processed document or the com- 
plete prospectus, which is, in substance, the present red-herring pro- 
spectus without the red-herring legend. 

The CuarrmMan. Before we get too far away from this question of 
definition, which has intrigued me, based on what was said this morn- 
ing, my attention was directed, while the discussion was going on, to 
this material I have here. With your great background and experi- 
ence and knowledge, I have wondered if this particular type of infor- 
mation is designated as a herring, and if so, what kind of a herring? 
This appears on the stock digest ‘of a very well known and stable and 
sound company: 

We have not compiled the information contained in this digest, and it is sent to 
you as a work of reference only. We have no knowledge as to the correctness 
thereof, and we make no representation or statement with respect thereto. It is 


not furnished in connection with any sale or offer for sale or solicitation of an 
offer to buy or sell any securities therein mentioned. 


And then, as if that were not sufficient, it goes on to say: 


This folder contains condensed, therefore incomplete, data which are intended 
for record and reference only and not as representations. It is sent you merely 
as a courtesy and does not function as an offer to buy or sell any securities. The 
material has been compiled from sources believed by the publisher to be reliable, 
but accuracy and completeness are not guaranteed. It was prepared by Data 
Digest, not by or under the supervision of the firm whose name appears above. 


Mr. Loss. Well, I have seen lots of those legends, Mr. Chairman. I 
have never seen one which covered quite so many bases at the same 
time. 


Seinen 
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The Cuamman. I would say that isa whale of a herring. 

[ Laughter. | 

Mr. Loss. I hope that will stay in the record. It deserves to stay. 
The courts have held that those legends aren’t worth very much—that, 
if there is a liability at common law or otherwise, that kind of a legend 
isn’t going to save you from liability. And, as a matter of fact, a few 
years ago the General Counsel of the Commission put out a published 
opinion in which he said that certain types of these legends might be 
affirmatively misleading and therefore violative of the antifraud pro- 
visions of these acts, because they might luil people into a false sense 
of believing they had no remedies when they had remedies. And cer- 
tain types of these legends under that opinion would be prohibited by 
the Commission, unless that has been changed, and I don’t believe it 
has. Lawyers, however, still like them. 

Mr. Priest. Will the chairman yield for one question on that ? 

What did you refer to it as? A legend? It would seem to me, as a 
practical result of a legend of that type, that the tendency would be to 
discourage the receiver of such a legend from becoming interested at 
all in that particular issue. If I received, for instance, a legend with 
that many conditions and that many conditionals by whoever put it 
out that they knew anything about it, it would seem to me to increase 
my feeling that it must be something rather shady or uncerts sin, and it 
would actually discourage my interest. Is that possibly true ? 

Mr. Loss. I would react just the same way. 

Mr. Priest. If I had something like that, I probably wouldn’t be 
interested in looking any further, with that many denials of any 
knowledge about the matter. 

The CHatrman. Of course, you would need really a magnifying 
glass to read what I read. 

Mr. Priest. First of all, Mr. Loss, may I join with our chairman 
to express our appreciation for the help you have been to this commit- 
tee in the past. And may I also express my very deep appreciation for 
the lucid and enlightening statement you have made on this particu- 
lar occasion, and ask you one question of a general nature, a question 
I directed to the chairman this morning. It is your opinion, I gather, 
that the amendments proposed here in H. R. 7750 in no way affect the 
basic philosophy of the act ? 

Mr. Loss. I don’t believe so. It would be my hope that they would 
improve the dissemination of information and make the disclosure 
philosophy more workable. 

Mr. Priesr. And one further question. It is your opinion also that 
if these amendments were adopted, insofar as the public interest is 
concerned, it will be as adequately safeguarded as under the act with- 
out the amendments ? 

Mr. Loss. I think I can categorically say “yes” to that. 

Mr. Priest. Mr. Chairman, that is all. 

Thank you, sir. 

Mr. Hate. I just wanted to ask you this question, Mr. Loss. It is 
a very hypothetical question. But to what extent do you think the in- 
dividual investor—we are not talking about brokerage firms or what- 
not, but the individual investor—reads prospectuses and relies on 
them ? 

Mr. Loss. I often wish I knew that. A lot of people say, “not at 
all.” I am not sure that I could buy that. I suspect that the public 








112 AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 


would be more inclined to look at prospectuses if they got them before 
they committed themselves: and in the past they haven't too often 
gotten them in advance. I would hope that under this legislation 
they would be more likely to get them in time. 

I think, however, that more important than the delivery of the pro- 
spectus really is the fact that so long as you have to tell everything 
publicly to the SEC, and the SEC is going to examine it, that kind 
of a disclosure acts as a prophylactic even if there were no pros- 
pectus at all. I think it would be wonderful, ideally, if we had 
statute written that would guarantee that every buyer would get the 
prospectus for a diy or two before he committed himself. I am now 
satisfied, hindsight being a great teacher, that it would be too cumber- 
ome to try to work out that type of legisls ation. 

Mr. Hate. My own belief is that the public is protected to a consid- 
erable extent by the requirement that a prospectus be prepared. 

Mr. Loss. I suppose the investor gets the information indirectly 
through the people he goes to for advice. They do read the pros pectus, 
so that, indirectly, the information seeps down. ‘To what extent the 
prospectus is read by individual investors is something that it would 
take a good deal of study to find out, and maybe it is impossible to 
find out. 

Mr. Hare. If I remember correctly, vou have to sien a statement 
that you received the prospectus. 

Mr. Loss. Well, there is no such legal requirement. But since the 
dealer has to deliver a prospectus to everybody, he likes to have written 
proof, 

Mr. Hare. Brokerage houses almost always require you to sign 
such a statement. 

Mr. Loss. That is for i ir own protection ; ves. The law doesn't 
require a written receipt, but they would like to have one. 

Mr. Hare. You can lead me to a prospectus, but you can’t make me 
read it. It is a good deal like the small print in an insurance policy. 

The Cuarrman. Any further questions / 

Mr. Bennett ? 

Mr. Bennetr. Mr. Loss, would this proposal, if adopted, give a 
prospective buve rthe right toa ecept the seller's offer, subject to the 
registration being effective / 

Mr. Loss. I am sure the answer to that is “No,” because that 
would be a contract—a conditional contract, but still a contract—and 
that would be a violation. 

Mr. Bennett. There is a prohibition now against that ? 

Mr. Loss. Oh, yes. Ehere is a prohibition now against even offer- 
ing, and certainly there is a prohibition against accepting. 

Mr. Bennetr. What sind | be objectionable about that, in your 
opinion?’ In other words, if you are willing to go so far as to permit 
the seller to make an offer, the nN why not permit the buyer to accept 
it, if he wants to, subject to the registration statement becoming 
effective / 

Mr. Loss. Well, because | think that we have no choice but to per- 
mit offers. Experience has shown that it is unrealistic to draw the 
line that Congress tried to draw in 1933, to prohibit offers but to 
say “Go ahead and disseminate information.” Now, because that is 
unrealistic, and because we therefore have to bow to reality and per- 
mit offers, doesn’t mean that we have to go whole hog and permit 
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sales—because then you have really very much, if not entirely, 
reduced the effectiveness of the waiting period. 

Mr. Bennerr. The sale would be contingent upon the registration 
becoming effective. If it didn’t become effective the sale would be 
void. 

Mr. Loss. I know. But psychologically, I think it is fair to say, 
once a fellow has sioned a contract, even though it is conditional, he 
is perhaps less apt to read the literature that does come to him than 
if he still has to do some legal act to buy after the effective date. At 
any rate, I think if one were starting from scratch to write a bill 
perhaps it could be written that way without any great difference in 
result. But it has been written this way. It has come pretty far. 
And I can’t see anything wrong with the way it is written, even 
though I might take your way just as readily if I were starting 
from seratch, 

Mr. Benner. I am not suggesting that. 

Mr. Loss. Or your hypothetical way, I should have said. 

Mr. Bennerr. But I can see that that night bea logical projection. 

Mr. Loss. The point I make is that in the law of contracts tradi 


tionally it isn’t hard to distinguish between offers and contracts. 
The courts are all used to doing that. sut this cistinction betwee) 


dissemination and offers is a highly artificial thing that is brand new 
and not workable—brand new in theory. 

Mr, Bennerr. One of the purposes of this amendment, as I under 
stand it, is to be able better to inform the prospec tive buver. Having 
better informed him, why not to give him an opportunity, as a result 
of his better information, to go ahead and make his contract, and 
simply provide that it is to be effective the date the registration 
became effective ¢ 

Mr. Loss. I simply think that that is going too far, further than 
we have to go to cure a problem. If you did that, I think to all 
intents and purposes there would be no waiting period. You would 
permit sales, contracts to sell, which in most cases, as a practical 
matter, would be carried through, even though legally there was an 
out until the effective date; and there would be practically nothing 
left of this whole idea of a waiting period and disseminating of 
information. 

I could quarrel, and I often do in the classroom for purposes of 
discussion, over this whole disclosure philosophy. But, if you are 
operating on the disclosure philosophy, which I happen to believe 
in, I think you have to have a waiting period which means 
something. 

Mr. Bennett. Do you see any possibility of abuse of this extension 
of privilege on the part of brokers and dealers ? 

Mr. Loss. I think the short answer to that, Mr. Bennett, is that all 
privileges are subject to abuse. We have a Commission, and we have 
a Congress and committee, that continually sit to prevent abuses from 
getting out of hand. I don’t think there is any substantial danger of 
abuse, on the basis of my experience in this area. 

Mr. Bennett. Do you think that the investor himself would be 
better off under this amendment than he is today ? 

Mr. Loss. I think so. I think if I ever got affluent enough to buy 
stock I would rather have the kind of literature that I think this 
bill envisages than the red-herring prospectus. And TI am not sure 
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I can get the red-herring prospectus too readily the way things are 
done tod: Ly. 

Mr. Bennett. This bill specifically doesn’t authorize the seller to 
do anything more than he can do now, except to make the offer. Is 
that right? 

Mr. Loss. It permits the seller, first of all, to use a tombstone ad, 
which today he cannot do until the effective date. 

It permits him to offer orally from New York across to Newark, 
which today is illegal, although I think it is widely done. And, as 
I said in my statement, you could enforce this prohibition, but I 
don’t think you would want to, really I don’t, if you thought about 
what you would have to do to enforce that kind of a law. 

Thirdly, it would permit people to use what is substantially the 
red-herring prospectus, but without the legal fiction. Now, it was 
a necessary fiction. But I don’t know why it should be indefinitely 
entombed in our jurisprudence as a fiction. Why not call a spade 
a spade and say, “This is a legal offer,” instead of saying, “Every- 
body knows this is an offer, but it isn’t”? And finally, it will encour- 
age the use of properly processed condensations or summaries, or some- 
thing less than the full prospectus, something like the present blue 
Ci ards which are published by Standard & Poor’s and bought by dealers 
in wholesale lots and disseminated among their customers, and 
which many customers, I think, find more useful than a red-herring 
prospects. 

Mr. Bennerr. Would it be fair, then, to say that the effect of this 
amendment would be to permit the seller to do everything that he 
may now do after the effective date of the registration except to accept 
the offer ? 

Mr. Loss. That is right. He could not make a contract. He could 
not send any writing through the mails except that processed 
document or the tombstone ad. And that is a very important restric- 
tion, I think. Aside from that, he could freely engage in selling 
effort, yes—which is, if we call a spade a spade, what they are doing 
today under the red-herring fiction. 

Mr. Bennetr. As a matter of fact, he could do the same thing he 
can do now when the registration is in effect ? 

Mr. Loss. No, he could not make contracts. He could not use any 
writing except the processed documents. And those are two very 
important exceptions. 

Now, if there are some I have omitted, I would like to be corrected. 
Otherwise, I think he could do pretty much before the effective date 
what he can now do after. 

Mr. Bennerr. Can he tell the buyer of the advantages? 

Mr. Loss. He can do that legally today as long as he stays within 
one State. 

Mr. Bennett. He can’t do it by mail? 

Mr. Loss. Or by interstate telephone. He can do everything he 
wants within the city of New York. He can even sell the stock and 
deliver it if he doesn’t use the mails. 

Mr. Bennett. Where is he restricted with respect to bragging about 
the stock? 

Mr. Loss. Where ishe today? Or where would he be under the bill? 

Mr. Bennetr. Under this amendment. 
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Mr. Loss. In two very important respects at least. First, insofar 
as he used a writing, it would be the document processed by the Com- 
mission. Secondly, insofar as he did it orally, if he later used the 
mails in delivering the stock, and so on, his oral selling talk would be 
subject to the general antifraud provisions in sections 12 (2) and 
7 (ay. 

Mr. Bennetr. Meaning he could say nothing about the stock except 
that language that had been approved by the Commission / 

Mr. Loss. He could say anything he liked orally as long as it was not 
misleading or deceitful or fraudulent. 

Mr. Bennett. I am talking about written statements. 

Mr. Loss. In writing, he could say everything the Commission per 
mitted by rule to be included in the processed document—either the 
full prospectus, which is the equivalent of today’s red herring, or the 
shorter form, which is more or less the equivalent of today’s docu 
ment called the identifying statement. 

Mr. Bennetr. But he couldn’t go beyond what the Commission 
approved ¢ 

Mr. Loss. That is my understanding. And that isa very important, 
essential, and severe restriction, which distinguishes the preeffective 
and posteflective periods under this bill, as L understand it. 

Mr. Bennett. That is all, Mr. Chairman. 

The Cuatrman. Are there any further questions? 

If not, we thank you, Mr. Loss. 

Mr. Loss. Thank you, Mr. Chairman. 

The Cuarmman. Mr. Bryce, president of the Investment Bankers 
Association of America. 


STATEMENT OF T. JERROLD BRYCE, PRESIDENT, INVESTMENT 
BANKERS ASSOCIATION OF AMERICA 


Mr. Bryce. Mr. Chairman and gentlemen, I know it is late. I am 
going to hand this statement in. Each of you has a copy of it, I 
understand. I will high spot it in a few minutes, if I may. 

The gentleman who appeared before you covered so much ground 
and did it so much more intelligently than I can, that I will not repeat 
the things that he said. 

First of all, I want to say that I am probably the one you have been 
talking about all day because I am the first one on the witness stand 
who is in this business. I have been in it for 40 years. I am in the 
dealer end of it and the brokerage end of it, here and abroad. 

I am only saying that so that after I get through if there is anything 
you want to ask me, although I probably cannot answer all of your 
questions, I am here to cooperate with you in the best way I can. 

(Mr. Bryce’s prepared statement follows :) 


STATEMENT OF T. JERROLD BrycE, PRESIDENT, INVESTMENT BANKERS ASSOCIATION 
oF AMERICA, ON H, R. 7550 ann S. 2846 


My name is T. Jerrold Bryce. I ama partner of Clark, Dodge & Co., a partner- 
ship engaged in the general securities business at 61 Wall Street, New York City. 
We are members of the New York and American Stock Exchanges. 

I am also president of the Investment Bankers Association of America and 
am appearing here today primarily in that capacity. The IBA is a voluntary 
unincorporated trade association of investment bankers and security dealers 
who underwrite and deal in all types of securities. It was organized in 1912 
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and has operated continuously since that time. As of January 31, 1954, our 
association had 787 members engaged in one phase or another of the securities 
business in the United States and Canada, Our 787 members had, in addition 
to their main offices, 1,087 registered branch offices. We thus have members 
with either main or branch offices in practically all parts of the country. 

First, let me say that I greatly appreciate this opportunity to appear before 
you in connection with the proposed legislation which you have under considera- 
tion today, because I think it provides for certain long overdue amendments 
to our Federal securities laws which are in the best interest of all parties con- 
cerned and, if enacted, it will certainly better enable all of us in the securities 
business, large and small, to do our job of supplying capital to industry, and 
particularly equity capital, without in any way, in my judgment, relaxing any 
of the investor safeguards which are provided by these laws 

As I understand it, there are 2 bills before you, H. R. 7550 and S. 2846, which 
was passed by the Senate on March 2. As the 2 bills as introduced were identical, 
and as the bill passed by the Senate contained only a few typographical and 
technical changes, I think we can still consider them substantially identical and 
so I shall hereinafter refer to them collectively as “the bill.” 

I shall confine my remarks largely to the proposed amendments to the Securi- 
ties Act of 1933 because we are primarily interested in the proposed changes to 
that act and I believe others here are better qualified than I to deal with the 
amendments to the other acts which are included in the bill. As a group, how- 
ever, we endorse the bill in its entirety. 

Let me make it clear at the outset that, in supporting this measure, we do not 
mean to indicate that it resolves all the problems which exist under the 1933 
and 1954 acts or under the other acts administered by the SEC. As this com- 
mittee well knows, a comprehensive study of these 2 acts was made by repre- 
sentatives of the industry and the Commission back in 1940-41 looking toward 
their comprehensive amendment, and the conferees agreed that some eighty-odd 
amendments were indicated at that time, although they could not agree on the 
appropriate solution to all of the problems. Extensive hearings on this study 
were subsequently held by this committee but they did not result in legislation 
because of the advent of World War II. Many of these amendment problems 
still exist, but I think ,this bill endeavors to deal with perhaps the most 
pressing problems under the 1933 act and it is certainly a large step in the right 
direction, 

I should like to make it clear, also, that we feel that even this bill could be 
improved upon in certain respects or, putting it another way, it is not exacily 
as we would have it if we could write our own ticket. Our detailed recommenda- 
tions in this regard have been submitted to the Commission and the Commission, 
in turn, has submitted them to this committee and they have been the subject 
of discussion between representatives of the industry and the Commission. We 
do not desire to argue these matters further here, unless the committee so de- 
sires, as we understand the reasons for the Commission's position in the cir 
cumstances, and as we believe that the bill in its proposed form, if enacted and 
if implemented by appropriate Commission rules, will make for a regulatory 
scheme governing the selling process which is much more realistic and workable 
than that provided under existing law. 

What are some of our operating difficulties under existing law in selling and 
distributing securities subject to the registration and prospectus requirements 
of the act? Perhaps a basic one grows out of a seeming conflict in the law, it 
self. On the one hand, certainly one of the principal purposes of the act was to 
provide prospective investors during the waiting period with accurate informa- 
tion about the securities later to be sold. On the other hand, the law forbids 
any sale, where the mails or interstate facilities are involved, until after the 
effective date. It is extremely important to keep in mind in any discussion of this 
problem that the act also defines the term “sale” to include not only a sale in 
the legal sense, but any offer, solicitation of an offer to buy, or any attempt to 
dispose of a security. Hence, from the very outset underwriters and dealers 
have been reluctant to use written material for purposes of informing investors 
during the waiting period, least by so doing they be charged with offering or 
attempting to dispose of the securities described in such material and hence with 
having made an unlawful sale within the meaning of that term, as defined in the 
act. 

The Commission over the years, by interpretatien of its counsel and more 
recently by formally adopted rules, has attempted to deal with this problem, 
but the results to date have been unsatisfactory from everyone's point of view. 
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This bill, by splitting up the definition of “sale” as presently contained in the 
aet and, in effect, permitting oral offerings and certain prescribed written offet 
ings during the waiting period (the name, form, and content of which are to be 
prescribed by Commission rule), should go a long way toward enabling those of 
us in the securities business to do a much better job of getting accurate informa 
tion to our customers and the public during the waiting period and thereafter 
which, after all, is one of the basic purposes of the act—than is now the case 
Indeed, in my judgment, this will in fact provide additional investor safeguards 

The use of the preliminary prospectus which the Commission, by rule 131, has 
niade possible during the waiting period is a very useful document, as it has 


evolved, to inform dealers, professionals, rating agencies, ete., but it has not 
been particularly effective for use with the great mass of individual investors, 
partly becanse of its legalistic wording, size, expense of mailing, et« Che sum 
mary of this prospectus contemplated by the bill, the name, form, and content 


of which is to be prescribed by Commission rule, should be a very useful docu 


ment for underwriters and dealers to use with nonprofessionals and in increas 
ing the numbers of customers and prospective customers who will be informed 
about new issues. 

Another operating difficulty which we have encountered during the waiting 
period under existing law is the matter of handling routine correspondence fron 
customers or prospective investors. A customer sees a notice of a forthcoming 
issue in the press and writes a dealer or salesman frequently asking for certain 
limited information. Under existing law it is dangerous for one not skilled 
in the refinements of section 5 and its related sections to answer such corre 
spondence, lest by such answer he be charged with having made an illegal offer 
or attempt to dispose of the securities during the waiting period. 

It is our understanding that the Commission, under the discretionary powe1 
granted in section 3 of the bill, contemplates adopting rules designed to deal 
this problem by permitting certain limited and specified information in addition 
to that permitted in the current so-called tombstone advertisement We believe 
this provision of the law, if appropriately implemented by rule, will go a long 
way toward solving this problem without in any way prejudicing the publi 
interest 

We think the provision of the bill which, in general, cuts down the period from 
1 vear to 40 days during which prospectuses have to be delivered in connection 
with all sales makes eminently good sense and will save everyone time, trouble 
and expense without in any way giving up the investor safeguards contemplated 
by this provision of the law After all, most original distributions are completed 
in a matter of days, and where this is not the case underwriters and dealers 1 
continue to deliver prospectuses in connection with sales of syndicate securities 

We think increasing the so-called regulation A exemption from $300,000 to 
$500,000 will help materially in the financing of deserving small-business enter 
prises. We believe that the recent amendment of the rules having to do with 
so-called regulation A filings provide adequate investor safeguards so that 
change may be made without in any way adversely affecting the public interes 

Taking everything into consideration, therefore, we feel that the bill would make 
for substantial improvements in existing law, that it would remove much of the 
ambiguity and uncertainty which presently exists, would enable us better to do 
our job of furnishing equity capital to industry and broadening markets without 
relaxing any real investor safeguards, and we therefore urge its adoption 


t 


Mr. Bryce. I am here in my capacity as president of the Invest 


ment Bankers Association which as of January 31, 1954, had 787 
members in the United States and Canada. and these members had 
over a thousand registered branch offices. I appreciate the oppor 
tunity to be here before you. 

I want to say, as I said at the outset, that we are very much for the 
amendments in House bill 7550, which is what we are discussing today. 

We are particularly interested in the Investment Bankers Asso 
ciation to get a clarification of the waiting period problem which has 
been so ably discussed by the gentlemen who have preceded me. We 
are all for shortening the prospectus period from a year to 40 days. 
We are for increasing the so-called regulation A exemption from 
$300,000 to $500,000 to help small-business men if you continue to 
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have the proper restrictions, which we think you have now, in this 
section of the Securities Act. 

The Investment Bankers Association believes, and I believe per- 
sonally, that there is no relaxation whatever of any real investor safe- 
guards in the proposal that is before you because if there were we 
would be against it. 

We are just as much interested in protecting the investor as anyone 
in this room. I am in a firm that is 100 years old. I have been in the 
investment banking business all my life. I assure you that I would 
never sit before you or any other body and propose something that I 
thought was unsound or that was not in the best interest of investors 
because whatever is in the best interest of investors is for the best in- 
terest of me and my firm. 

I appreciate the opportunity to be here before you. If there is 
anything that you wish to ask me that I can answer, I would be very 
happy to do so. 

The Carman. Thank you. 

Are there any questions ? 

If not, I assume that they think your statement as made will sup- 
port the legislation; that based upon your long experience and that of 
your firm, they believe it is worthwhile and not subject to question. 

We thank you very much, Mr. Bryce, for your appearance both as 
an individual and as president of the Investment Senke rs Association 
of America. 

The next witness will be Charles F. Eaton, Jr., National Association 
of Investment Companies. 


STATEMENT OF CHARLES F. EATON, JR., NATIONAL ASSOCIATION 
OF INVESTMENT COMPANIES 


Mr. Eaton. Chairman Wolverton, I will try to make my statement 
approximately as brief as Jerry Bryce’s. I have a written statement 
of some 6 or 7 pages, double-spaced. 

My name is Charles F. Eaton, Jr. I am here representing the 
National Association of Investment Companies of which I am a mem- 
ber of the executive committee, and chairman of its legislation 
committee. 

Chairman Demmler touched I think very well upon the points which 
interest particularly the association which I represent. Therefore, 
unless you would like to have me read my statement, I would be per- 
fectly happy to file it. 

I don’t want to belittle its importance by not asking to read it, but 
I don’t think it is necessary to do so unless you would like to have me 
do sO, 

The CuatrmMan. We do not want you to think for a moment that the 
committee would belittle your statement by the fact that you had 
presented it without delivering it orally. You are in favor of the 
legislation ? 

“Mr. Eaton. I would like to make a statement on that; yes, sir. 

In conclusion, I want to say again that we feel that the bill will effect de- 
sirable improvements in the existing laws. We believe that the safeguards for 
investors contained in those laws are adequately and properly continued and, by 
being made more realistic, are in some respects strengthened. Accordingly on 
behalf of the National Association of Investment Companies we recommend 
enactment of the bill. 
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I believe my statement has been presented to you, sir. 

The Cuairman. Your statement will be included in the record in 
full, of course. 

(Mr. Eaton’s prepared statement follows :) 


STATEMENT To Be MADE BY CHARLES F.. EATON, JR., REPRESENTING THE NATIONAL 
ASSOCIATION OF INVESTMENT COMPANIES ON H. R. 7550 AND S. 2846 


My name is Charles F. Eaton, Jr., I am president of Eaton & Howard, Inc., 
of Boston, the manager and underwriter for 2 open-end investment trusts 
having net assets of approximately $125 million. I represent here the National 
Association of Investment Companies, of which I am a member of the executive 
committee and chairman of its Federal legislation committee. The associa- 
tion includes both closed-end and open-end management investment companies 
which are registered under the Investment Company Act of 1940. Its mem- 
bership includes 32 closed-end and 110 open-end companies having net as- 
sets of about $5 billion.» The open-end companies (frequently referred to as 
mutual funds) are more directly affected by the legislation under discussion 
than the closed-end companies. Both types of companies, however, are of course 
interested in the legislation as investors D 

I have with me here Mr. Charles Jackson, Jr., of Boston, of the firm of Gaston, 
Snow, Rice & Boyd, of counsel for the association, who is prepared to assist me 
in answering questions relating to legal and technical aspects which I might 
not be fully qualified to answer. 

Representatives of our association have participated on its behalf with other 
industry groups and with the SEC since 1941 in the numerous discussions which 
have been held with a view to preparing legislation to improve the existing Fed- 
eral securities laws. They took part in the conferences last fall which preceded 
these bills. The present bill (i. e., H. R. 7550 plus the technical amendments 
adopted by the Senate in passing S. 2846) has been considered by the executive 
committee of our association, which is the top governing body, and I am author- 
ized on behalf of our association to recommend its enactment. We believe that 
the proposed legislation will produce very desirable improvements in the existing 
laws without impairing the protection for investors which those laws aim to 
achieve. 

In view of what has been and will be said by others relating to other portions 
of the bill, I am going to confine myself to the very few points in which open- 
end investment companies have a peculiar interest. 

As open-end investment companies are in some respects different from other 
kinds of issuers of securities, it may be helpful to point out the important char- 
acteristics of these companies. Of course investment companies have been the 
subject of very detailed legislation in the Investment Company Act of 1940. As 
defined in that act, the open-end company is a management company which issues 
redeemable securities. Redeemable securities are defined as securities which 
entitle the holder at any time to receive from the issuer approximately his pro- 
portionate share of the issuer’s current net assets. The price which the share- 
holder receives is determined by appraisal of the company’s assets based on cur- 
rent market quotations. The shares of almost all open-end companies are con- 
tinuously being offered to the public. In most cases this offering is made through 
an underwriter, which in turn sells to dealers throughout the coutnry. The price 
to the public is normally the net asset value plus a sales charge which is a fixed 
percentage of the public offering price. By reason of the continuous offering, 
these companies always have a current registration statement under the 1933 
act in effect, and always have a current prospectus available for delivery. It 
might be said in passing that in consequence they are not concerned with the 
problems of offering during the preeffective period. 





1 The following figures relate to the aggregate of all investment companies which were members of the 
association as of December 31, 1953 


Open-end Closed-end Total 


Companies ‘i 110 32 142 


Total, net assets - . $4, 146, 061, 000 $928, 458,000 | $5, 074, 519, 000 
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Section 405 of the bill provides machinery for the continuous registration of 
shares of open-end investment companies. The machinery of the Securities Act 
for the registration of securities as now in effect does not take into consideration 
the problems incident to continuous offerings of the type with which we are 
concerned, In consequence, it has been necessary for open-end investment com 
panies to file successive registration statements, in practice usually now about 
once a year, in order that they may always have registered shares available 
for sale Section 408 will permit registration of additional shares of the same 
class by a simple amendment procedure. This will solve a number of trouble- 
some problems which have caused expense to the issuers and have consumed 
the time of the Commission's staff. Provision has been made so that informa- 
tion is kept current and that the protection now afforded to investors by the 
1933 act will not be diminished. We believe that this will be a useful amend 
ment 

Section 402 of the bill provides that the dealer exemption given in section 
+ (1) of the Securities Act of 1933, as proposed to be amended by section 7 of 
the bill, shall not apply to transactions in the redeemable securities of one-end in- 
vestment companies so long as any securities of the same class are currently 
being offered for sale to the public, except to such extent as the Commission 
may otherwise provide by regulations. The reason for this provision is found 
in the continuous nature of the offering of open-end investment company shares 
The theory of the dealer exemption in section 4 (1) as originally enacted was 
that the distribution of securities came to an end within 1 year of the first offer- 
ng. Section 7 of the bill recognizes that the l-year period is unnecessarily 
long in the case of most issues, Which are ordinarily sold very shortly after the 
effective date of the registration statement, and accordingly has cut the 1-year 
period to 40 days. With open-end investment company shares which are con 
tinuously being offered by the issuer or by or through an underwriter, the situ 
ation is entirely different, and accordingly it is provided that as long as the 
offering is continued dealers in effecting transactions in those shares must 
deliver a full official prospectus and meet the other requirements of section 5 
of the 1933 act 

Just as the amendment proposed in section 7 deals with the reality that the 
distribution of other types of securities is normally completed within 40 days, 
the amendment affected by section 402 deals with the reality that the distri 
bution of open-end investment company shares is continuous. Accordingly, for 
the protection of investors, the requirements of section 5 of the 1933 act ought 


to be met by all « lers as long as the offering actually continues to be made, 
instead of being cut off at an arbitrary number of days after the date of the 
first public offering. as is appropriately provided in the case of other types of 
offerings It is the present practice of open-end investment companies and 


their underwriters to make official prospectuses available to all dealers, whether 
or not members of the selling group. In order to meet any problems which 
might arise in the future by reason of the failure of any open-end investment 
company or its underwriter to make prospectuses available, provision is made 
empowering the Commission to make whatever rules may be required in the 
premises 

In conclusion, | want to say again that we feel that the bill will effect desir 
able improvements in the existing laws. We believe that the safeguards for 
investors contained in those laws are adequately and properly continued and, 
by being made more realistic, are in some respects strengthened. Accordingly 
on behalf of the National Association of Investment Companies we recommend 
enactment of the bill. 


Mr. Eaton. Thank you, Mr. Chairman. 

Mr. Bennett. I have one question: Would it be fair to ask you 
whether you believe investment bankers would change their method of 
disseminating information with respect to issues if this amendment 
were adopted / 

Mr. Eaton. That is a perfectly fair question. I would not be an 
authority to answer such a question. I am not quite sure just what you 
mean by that. 

I would suppose that we would change them along the lines contem- 
plated in the bill. I have listened to other testimony today and con- 
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cur in the points of view expressed on that, and generally speaking it 
seems to me it is to the advantage of the investor. 

May I say that it seems to me that it is particularly to the advan 
tage of what we will eall the average investor, who perhaps doesn’t 
exist. I mean the ordinary buyer versus the professional investor who 
has greater facilities to go into greater detail in his studies of securi 
ties. 

Does that answer your question ¢ 

Mr. Bennett. The reason | ask it is because I gather from what the 
Chairman of the Securities and Exchange Commission said this morn- 
ing, 1f I understood him correctly, that in effect the adoption of this 
amendment would give legal recognition to a practice which has 
grown up in trade of doing the very thing that this amendment would 
leg ralize or authorize. 

"Mr. Eaton. I am not a ae and I cannot answer from the 
legalistic point of view. If so, I believe in calling a spade a spade, 
I come from the State of Mame, as one of the members said earlier, 
and there we believe in calling a spade a spade. 

I believe in it nationally. It seems to me that this is good on those 
grounds. The proposed legislation is sound. It seems to me it is the 
minimum that could be reasonably proposed. I would like to see it 
enacted as Is. 

Mr. Bennerr. Maybe you are not the right witness for this ques 
t1on—— 

Mr. Eaton. That is likely. 

Mr. Bennett (continuing). But I would like to hear some witness 
represe nting the industry, the brokers, dealers, and so forth, _ : ibe 


in what respects their policies on these maters would be changed, if at 
all, in the event this amendment were adopted. 
Mr. Earon. I cannot answer that as an authority. As representing 


the National Association of Investment Companies, we are, because of 
our continuous registration, which is of course stated briefly in this 
report, a somewhat different kind of animal from the ordinary secur 
ties issue. 

Chairman Demmiler has discussed that, and I think you gentlemen 
are aware of that. That is the reason that we have to have somewhat 
different. treatment because we are a different kind of animal. We are 
not interested on that score in the pre-effective because under our cir 
cumstances we cannot use pre-effective. 

I may take more time than if I had read my report, sir, but I will 
try not to. 

Then I have interest as an investor, but as a professional investor, 
so called—L don’t want to get too much in the record about any quali 
fications, please—versus the investor who has to see something brief, 
I think one of the gentlemen spoke about bedtime reading. Certainly 
no prospectus is good bedtime reading. 

If you are set up with an organization professionally, then you 
have a better chance to go into the information as now presented. It 
seems to me that particularly from the angle of what we will call the 
average investor, the peopossis made are very desirable. 

Mr. Bennerr. Do vou believe there is cause for concern about the 
increasing number of firms that are doing their financing by private 
placement, rather than by public offering ? 
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Mr. Eaton. I don’t know that. I am inclined to think that it de- 
pends upon the area of private placement. In a very big issue in pri- 

vate placement it may very well be that the ordinary, average, or w hat- 
ever he is, investor is not getting as many opportunities to buy—I 
think this thought came from a member of the committee this morn- 
ing—as he would if more securities were issued publicly through the 
investment banking channels. Does that answer your question ? 

Mr. Bennett. I am wondering if you had any opinion as to whether 
the present securities laws or regulations of the Commission were 
having the effect of forcing firms to do their financing by private 
placement rather than through public offering. 

Maybe that is an embarrassing question. 

Mr. Earon. I don’t think it is embarrassing. I instinctively don’t 
like regulation but I recognize the need for regulation and the desire 
and necessity. Therefore, I think it depends a great deal upon 
whether we simplify, as far as we can, the laws suc hh as we are pro- 
posing to you at the present time, to keep it at a reasonable level. 
Also we are going to have to give and do have to give authority and 
power to the Commission to interpret and make rules, and so forth. 

Most of the time I have been in business, which is thirty-something 
years, we have had a SEC and we have found that we are able to live 
under it quite satisfactorily. 

Mr. Bennerr. That is all, Mr. Chairman. 

The CuatrmMan. Any further questions? 

If not, we thank you for your appearance today and the informa- 
tion that you have given to the committee. 

Mr. Earon. Thank you, sir, very much. 

The CuHarrMan, Our next witness is Mr. Hardies, an attorney from 


Chicago, Il. 


STATEMENT OF MELVIN A. HARDIES, ATTORNEY AT LAW, 
CHICAGO, ILL. 


Mr. Harpies. Mr. Chairman and members of the committee, my 
name is Melvin A. Hardies. I ama Chicago lawyer. I am an officer 
of a number of small independent telephone companies. 

I should like to put into the record a statement which I have pre- 
pared, and then I should like merely to take a few minutes to touch 
upon a few points that I think might be emphasized. 

The CuatrmMan. How long is your statement ? 

Mr. Harpies. The statement is six double-spaced pages. 

The Cuatrman. The reason I inquire, I have found by experience 
that frequently it takes longer for the witness to explain what is in 
the statement than if he read the statement. 

Mr. Harptrs. I have timed the reading of the statement, Mr. Chair- 
man. 

The Cuairman. If you feel that you can abbreviate it, then you are 
doing a very great service to the committee and to the witnesses who 
remain to be called. 

Mr. Haropres. I think I can abbreviate it. 

The Cuatrman. Thank you. 

(Mr. Hardies’ prepared statement follows :) 
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STATEMENT OF MELVIN A. HARDIES, OF CHICAGO, ILL., IN SUPPORT OF AN INCREASE 
IN THE EXEMPTION OF SMALL ISSUES OF SECURITIES UNDER THE SECURITIES 
ACT 


My name is Melvin A. Hardies. I am assistant secretary and assistant treas- 
urer of Central Telephone Co., and of 4 affiliated telephone companies operating 
in 11 States in the middle western and southeastern portions of the country. 
These telephone companies are 5 of the 5,300 telephone companies not owned 
by or affiliated with American Telephone & Telegraph Co. and which are members 
of the United States Independent Telephone Association. I am also a member 
of the Chicago law firm of Ross & O’Keefe. 

In my capacities as an officer of and attorney for these telephone companies, 
I have handled during the past 4 years more than 20 securities issues of these 
companies. Some of these issues have been registered under the Securities Act, 
some have been private placements, some have been intrastate issues (which are 
exempt under section 3 (a) (11) of the Securities Act) and some have been 
issued pursuant to the exemption afforded for issues of $300,000 or less under 
section 3 (b) of the Securities Act. 

I am appearing in support of section 6 of H. R. 7550 and the companion bill, 
S. 2846, which would raise the dollar amount of the maximum exemption under 
section 3 (b) of the Securities Act from $300,000 to $500,000. In fact, I should 
like to urge that this dollar limit be increased to not less than $600,000. 


SMALL BUSINESS NEEDS EQUITY CAPITAL 


Small businesses require additional capital to grow and to modernize. They 
cannot accumulate the necessary funds out of earnings at present tax levels 
even if they are highly prosperous. If they are utilities, like the small tele- 
phone companies I represent, with their charges controlled by State and muni- 
cipal regulatory authorities, they have no chance whatever to finance expansion 
out of current revenues. The money necessary to provide more and better 
service to their customers must come from additional capital. Such capital, 
particularly the risk capital represented by stock investment, is for the most 
part available only from public issues of securities. 


DISPROPORTIONATE COSTS OF REGISTRATION OF SMALL ISSUES 


The cost of registering small issues of securities under the Securities Act is 
very substantial in relation to the proceeds derived from the securities. The 
professional fees for lawyers and accountants, and the printing costs, which are 
incurred in registering a small issue with the Securities and Exchange Com- 
mission of, say, $600,000, are not much less in amount than they are for an issue 
of $6 million or $60 million. The records of the SEC show that the estimated 
cost of registering issues of $600,000 or less during the period from January 1, 
1952, to November 1, 1953, was $3.55 per $100 of proceeds. This was almost 8 
times the average cost of 47 cents per $100 of proceeds for all issues, regardless 
of size, which were registered during the same period. Some small issues, of 
course, are exempt from registration under the Securities Act because they are 
privately placed or because they can be sold entirely within the State in which 
the issuer is incorporated and does all of its business. The professional fees 
and printing costs in respect of such issues are much less than in the case of 
registered issues of similar size. Private placements, which are primarily of 
bonds or debentures, and, sometimes, of preferred stock, involve relatively small 
costs for professional fees and printing, but they are not really comparable to 
registered issues because they do not involve the preparation of offering litera- 
ture such as is required in the sale of an issue to the public. Intrastate issues, 
however, afford a very fair comparison of the differences in cost between small 
registered issues sold to the public and small exempt issues sold to the public. 

In 1952 and 1953 Middle States Telephone Co. of Illinois, 1 of the companies 
I am associated with, had 2 common-stock offerings of $600,000 and $705,000, 
respectively, which were exempt from registration because they were sold ex- 
clusively to residents of Illinois, which is the State of incorporation of Middle 
States and the only State in which it operates. Professional fees and printing 
costs for those issues were approximately 90 cents per $100 of proceeds, although 
the prospectus used in the public offering gave prospective buyers substantially 
the same information as would have been contained in a prospectus for a reg- 
istered issue. That 90-cent figure compares with a cost of $3.55 per $100 of 
proceeds for registered issues under $600,000 during approximately the same 
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period The intrastate exemption under section 3 (a) (11) of the act has a 
very limited availability, however, and does not solve the problem for small 
business financing, generally 

Professional fees and printing costs for small registered issues are also very 
much higher than the cost of complying with the regulations established by the 
SEC for issues which are within the current $300,000 exemption under section 
3 (b) of the Securities Act For example, LaCrosse Telephone Corp., another 
of the companies with which I am associated, had 2 common-stock offerings in 
1952 and 1953, each of less than $300,000. Professional fees and printing costs 
in respect of these 2 issues averaged 55 cents per $100 of proceeds as compared 
With $3.55 per $100 of proceeds for small registered issues. If the dollar limit 
of this exemption is raised to a reasonable amount, it will afford a simplified, 
relatively inexpensive financing procedure which will be very helpful to small 


business 


rHE IMPACT OF INFLATION REQUIRES AN INCREASE IN THE DOLLAR AMOUNT OF 
rHE EXEMPTION 


It should be mentioned that increasing the current $300,000 maximum under 
section 3 (b) to $500,000 will not even bring the usefulness of the exemption up 
io the point which Congress intended when it adopted the $300,000 maximum in 
1945, if effect is given to the depreciation which has taken place in the value 
of the dollar. Inflation in construction costs (and new capital is generally to 
be used for construction purposes, at least in the telephone business) has shrunk 
the purchasing power of $300,000 in 1945 to $165,000 in 1953, according to the 
Composite Construction Cost Index of the Department of Commerce. The ex 
emption would have to be increased to at least $540,000 simply to restore the 
effect of the $300,000 exemption at the time it was adopted. This is one reason 
why I am asking you to raise the figure to at least $600,000. 

Another reason is that while section 3 (b) of the Securities Act (which is the 
section under discussion) speaks of an “issue” of $300,000, it may not be generally 
understood that the SEC construes the $300,000 as the limit for the cumulative 
total of all issues made within 1 year. In other words, if an issuer has an effering 
of $300,000 of common stock in April, it cannot have another issue of $300,000 
of bonds or preferred stock in October which will qualify under the exemption 
Iam not objecting to the SEC’s interpretation of the statute, but when the figure 
of $300,000 or $500,000 or S6O00.000 is being considered, it should be understood 
that it does not mean one issue but means the total amount of all issues within 
a 12-month period. In the telephone business it is quite customary to finance 
annual construction requirements in part with stock and in part with bonds 
The $600,000 maximum, which I am suggesting to you, would permit an offering 
of $300,000 of stock and an offering of $300,000 of bonds in the same year. It 
would not, under the SEC's interpretation, permit an offering of $600,000 of stock 
and an offering of $600,000 of bonds within the same 12-month period. 


INCREASE OF THE EXEMPTION WILL NOT IMPAIR PROTECTION OF THE PUBLIC 


Whether the exemption is $740,000, $600,000 or some other figure, it should also 
be understood that this so-called exemption does not relieve any issuer of the 
penalties of the Securities Act for fraud or other violation of the standards 
etsablished by the Securities Act, nor does it deprive the SEC of control over the 
issue. All the exemption does is excuse small issues from the full-dress regis- 
tration process prescribed by the Securities Act, and permit these small issues 
to be offered under a streamlined procedure which the SEC has established by 
regulation. The SEC retains full authority to adopt and enforce any regula- 
tions it deems necessary to insure appropriate disclosure to the investing public 
or to protect the public interest. 

Mr. Harpies. On behalf of small business I should like to point out 
just two things: That in the case of small business the registration of 
issues under the securities act costs proportionately more per $100 of 
proceeds than it does the issuer of a substantial issue of securities. 
There isn’t much difference in cost between registering a $500,000 
issue and a $60 million issue. So when you translate that into terms 
of cost per $100 of proceeds we have found that the cost of issues under 
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$600,000 for professional fees and printing costs, $3.55 per $100 of 
proceeds as against an average of 47 cents for all registered issues. 

That is just illustrative of the burden upon small issues of regis 
tration. 

The other aspect that I should like to mention is that an increase of 
the $300,000 limit in section 3 (b) to $500,000 does not even bring the 
benefit of the exemption up to the point which it had in 1945 when it 
was adopted. The composite construction index of the Department 
of Commerce indicates that the construction costs have increased to a 
point where that $300,000 exemption in 1945 dollars is worth only 
$165,000 today, and that it would take an exemption of at least 
$540,000 merely to give a small business the same benefit which the 
$300,000 exemption was intended to afford in 1945. 

[ guess I am the first witness to suggest a change in this bill. We 
are in favor of the increase from $300,000 to $500,000, but we should 
like to have it increased to at least $600,000. 

‘There is the reason which I have just mentioned, of the inflationary 


effect, and there is one other point which I think is not generally 
understood. That is, that this is not an exemption of $300,000 pet 
issue. Asthe SEC Interprets section 3 (b). the $300,000 is a limit upo 


the cumulative total of all issues which the issuer may have within a 
12-month period. In other words, if an issuer puts out $300,000 worth 
of common stock in April, that same issuer cannot issue $300,000 of 
bonds in October, but has to wait for a full year. 

The reason that we urge an increase in this exemption is in part 
that in the telephone business particularly financing is done primarily 
in part with equity and in part with bonds, so even with the $600,000 
exemption that we are suggesting we could issue $300,000, let’s say, of 
stock in the early part of the year and then $300,000 of bonds in the 
latter part of the year. 

We could not, as may be misunderstood, issue $600,000 of stock and 
then later $600,000 of bonds. 

Lastly, the exemption is not really an exemption. It is merely an 
excusing of the issue from the full-dress registration process. The 
regulation A of the Securities and Exchange Commission requires the 
preparation of offering literature which you are inclined to think may 
perhaps afford the prospective investor a more understandable piece 
of information from which he can determine whether or not. he is in- 
terested in the securities than perhaps the more complicated pro 
spectus which is the result of the full-dress registration statement. 

That, substantially, concludes my presentation. 

The Cuamman. We thank you, Mr. Hardies. 

Mr. Heselton ¢ 

Mr. Hesevron. I had anticipated the point which you brought up. 
It seems to me that the selection of $500,000 appears to be more o 
less arbitrary. It occurs to me, Mr. Chairman, that in considering 
this particular suggestion we might well ask the Commission to furnish 
us with some background information as to the operation. 

The Cuarrman. I am sure the Chairman of the Commission will be 
glad to submit the information which you wish. 

Commissioner DemMter. I wonder, Mr. Chairman, if we could put 
into the record a copy of the so-called regulation A, which governs 
the informational requirements in connection with an exempt offering 
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and the parties who are eligible to take advantage of the exemption. 
If we could add that to as record, I think it would round out the 
committee's enderstandt iz of f that particular problem. 

Mr. Hesevron. I think that would be helpful. What I had in mind 
goes further than that L take it the Commission has in its records 
the story of the utilization of the exemption; how many companies 
have used it, how frequently it has been used, and some comment on 
whether or not any effort has been made to establish $600,000 as a good 
figure as against $700,000 or $750,000 or any other figure. 

Commissioner DemMuer. I think, Mr. Heselton, the extent of the 
information which the Commission could furnish would merely be 
statistical figures us to how many offerings | ad been filed under the 
regulation. We could also add the fact that if we were to raise the 
exemption from $300,000 to $500,000, you would eliminate in terms 
of number of offerings about 5 percent of the registered offerings, fully 
re oiste red, that is, offer Ings between $30 10.000 an 1d $500,000. 

However, it is quite possib le that more than an equivalent number 
of new issues would come out if the exemption were increased to 
SHOO0 000 because the verv orant of the exemption would increase the 
number of offerings. 

Mr. Hrsevron. It is ny understanding, referring to the President’s 
economic message and the approval of the Bureau of the Budget, that 
one of the purposes of this proposed legislation is to stimulate invest- 
ment. If L understand you correctly, by lifting that exemption to 
500,000, vou believe it would result in an increasing number of new 
eons Is that not consistent with the purpose of the proposed 

eg! slation ? 

Commissioner DemMuer. It is, sir. I think it might be well to put 
into the record the parti ular paragraph from the President's eco- 
nomic message on that subject. It is very short. It states: 

The Federal Securities laws were enacted nearly 20 years ago and have re- 
mained largely unchanged over that period Some modifications in these laws 
are needed which while fully protecting the interests of investors, will make the 
capital market more accessible to businesses of moderate size. It would also 
be desirable to simplify the rules and thus reduce the cost of registration of new 
issues and their subsequent distribution 

I believe that the Bureau of the Budget has furnished a letter to the 
committee indicating that this proposed legislation is In accordance 
with the President’s program. 

As to the use of $500,000 instead of another figure, I think it would 
be impossible to produce any kind of logical proof that $500,000 was a 
better figure to pick than $540,000 or $600,000 or $750,000. It is a case 
of overall judgment which is peculiarly a subject, it seems to me, for 
exercise of the legisl: itive discretion of the Congress. 

Mr. Hrserron. I have read a portion of the Senate committee Re- 
port, with reference to this exemption and it leads me to ask you this 
question, which probably should be addressed to the Commission 
rather than to you. The report states: 

“Regulation A in its current form permits an issuer to sell its securities 
vithout registration only upon compliance with the terms of the regulation and 


} 


so long as the aggregate amount offered does not exceed $300,000 annually 
The next sentence is the one I want to inquire about : 


A controlling. person, other than the estate of a deceased person, is limited 
to an exemption of $100,000 annually, and the offerings of securities of the is- 
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suer by all controlling persons and the issuer are limited so as to not exceed 
$300,000 annually. 

If this bill does become law, would that particular portion of the 
rule remain in effect or would the amount be changed ? 

Commissioner DemMter. Since the bill has not yet been enacted, we 
have not reached any definitive conclusion on that subject, but the 
theory of course is that the ceiling on the exemption is $300,000 for 
the particular issuer for all securities of that issuer within a 12-month 
period. The 12 months is picked out as a kind of reasonable line of 
demarcation to determine what is a single offering. The allocation of 
$100,000 to each controlling person Was simply to divide up the exemp 
tion with respect to the total allocation to a particular issuer, to divide 
it up among all who might use it within that period. Since the sale 
by a controlling person is subject to registration under some circum 


stances, the limitation to $100,000 was simply to prevent the control 
ling person from using up his company’s entire exemption. If we take 
the 8500000 naturally I should think there would be reason to give 


very serious consideration to increasing the $100,000 to some othe 
heure 

Mr. Hesevron. That is what I had in mind. 

If vou double the exemption, the same rule of logic would seen 
indicate that you would have to increase the exemption of the control 

ne | erson. 

Commissioner Demnhuer. [think the argument on arithmetic w 
be almost unanswerable on that. 

Mr. Hesevron. Thank you. 

Mr. Harptes. Mr. Chairman, if I may, I would like to say for tl 
record that I am not objecting to the Securities and Exchange Com 
mission’s interpretation of the $300,000 exemption, nor am - objecting 
in any way to the procedures which they have established for its use. 
I mere ly brought jae that the $300,000 is, one, not per issue, al d two, 
is not an exemption, but is merely a reason for using a simplified 
procedure. 

All the penalties and the standards that the Securities Act estab 
iishes are applicable to a regulation A offering just as much as they 
are to a registration statement, excepting those which have to do wit}! 
particular provisions in a registration statement. 

Mr. Heseiron. me I ask one further question? Is the annual 
period a calendar year, fiscal year, or some other period ? 

Mr. Harptrs. It is f2 2 months from the date that you last used the 
exemption. 

Mr. Heseitron. It starts with each individual request for exempt 

Mr. Harpies. Yes. 

Mr. Hesevron. I see. 

Commisioner DEMMLER. I wonder if I might add one thing to my 
answer to your question concerning the $100,000 limit on controling 
persons. After all, I think it must be kept in mind that one of the 
arguments for the exemption is assistance to small business in its 
financing or assistance to business in small financing. 

When you are talking about sales by a controlling person in ordei 
to distribute his security, that is an aid to that person rather than 
to small business. I think that distinction must be kept in mind. 

Mr. Hesevron. I concede that. I don’t disagree on that at all. | 
am thinking of the emphasis of new and revised rulings toward broad- 
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ening the investment field to make it available to many more people. 
I am under the general impression that there is a considerable number 
of small corpor ations in the country, and I also would assume that 
in a great many of those corporations there are not a substantial 
number of stockholders. It may be a family operation or something 
of that kind. I don’t know whether they are involved in this prin- 
ciple or not. I feel that some considers ation should be given to the 
proper amount for the controlling person in terms of an action taken 
by the Congress. 

That is all. 

The CuarrMAn. Any further questions? 

If not, we thank you, Mr. Hardies, for your appearance. I might 
say under this administration it is hoped that the spiral of inflation 
will cease and therefore maybe it would not be necessary to have 
$600,000 or $540,000. 

Mr. ueowes: It now costs $400 per station for a telephone installed, 
Mr. Chairman, as against about $100 prewar. So it is a little tough 
on the telephone companies. 

Thank you, sir. 

Commissioner Demmurr. Mr. Chairman, at this point may I pro- 
duce for the record Securities Act release No. 3466 dated March 6, 
1953, and Securities Act release No. 3471, dated April 17, 1953, which 
set forth the requirements of regulation A and contain the regulation. 

The CuarrMan. They may be _— a part of the record. 

(The data referred to follow: 


For immediate release, Friday, March 6, 1953 
SECURITIES AND EXCHANGE COMMISSION 


WASHINGTON, D. C. 
Securities Act of 1933 
Release No. 3466 


ADOPTION OF REVISED REGULATION A 
PURPOSE OF REVISION 


On August 15, 1952, the Securities and Exchange Commission published notice 
that it had under consideration a proposed revision of regulation A under the 
Securities Act of 1933. This regulation provides an exemption from registration 
under the act for small issues of securities (not exceeding $300,000 in amount) 
upon compliance with the provisions of this regulation. The Commission has 
considered all of the comments and suggestions received and has determined that 
the proposed revision should be adopted, with certain modifications which have 
been incorporated therein. A copy of the revised regulation is attached hereto. 

One of the principal changes effected by the revision of regulation A is the 
requirement that an offering circular containing certain minimum information, in- 
cluding financial information, be employed in the distribution of securities under 
this regulation. In adopting this new requirement the Commission had in mind 
the congressional intent to aid small businesses by providing an exemption from 
the requirements of registration with respect to offerings not exceeding $300,000 
in amount while making possible more effective enforcement of the antifraud 
provisions of the statute. The regulation requires that the investor be furnished 
with such basic information as will indicate to him the essential characteristics 
of the enterprise in which he is being asked to invest his funds. 

In line with the basic purposes of the regulation, offering circulars proposed 
to be used in connection with offerings under the revised regulation will be ex- 
amined primarily from the standpoint of determining whether the minimum 
basic facts are revealed and whether these facts indicate the existence of fraud in 
connection with the proposed offering. 
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The revised regulation contains an innovation in the Commission’s rules under 
section 3 (b) by permitting the use of limited written advertisements or other 
written communications prior to the sending or giving of the offering circular. 
This provision is intended to permit persons making an offering under this reg- 
ulation to advertise inexpensively for the purpose of obtaining inquiries from 
persons who may be interested in receiving the offering circular. 

Provision is also made in the revised regulation for denying or suspending the 
exemption in cases where the Commission finds that the terms and conditions of 
the exemption have not been met; that the offering circular or other material 
filed pursuant to the regulation is fradulent, that fraud or deceit is being per- 
petrated or would be perpetrated in the sale of the securities or that some event 
has occurred which would have made the exemption unavailable had it oc- 
curred prior to the filing of the notification. It is the Commission’s hope that 
this provision will be invoked only in those rare cases where persons employing 
the rule refused to comply with the spirit of the regulation and that in the vast 
majority of cases the Commission’s customary letter of comment will be adequate 
to secure compliance. 

The revised regulation exempts offerings up to a maximum of $300,000. How- 
ever, in computing this amount there must be included all securities of the 
issuer’s predecessors and affiliates currently being offered under this regulation 
or sold pursuant to an offering thereunder commenced within 1 year. All secur 
ities sold in violation of the registration provisions of the act within 1 year must 
also be included. Offerings on behalf of any one person other than the issuer 
are limited to a maximum of $100,000. Subject to this limitation, persons other 
than the issuer may offer, in the aggregate, more than $100,000, but not more than 
$300,000. The full amount of $300,000 may, however, be offered on behalf of the 
estate of a deceased person if the offering is made within 2 years after the death 
of such person. In the case of all offerings proposed to be made on behalf of 
persons other than the issuer there must be filed with the notification a written 
representation signed by the issuer to the effect that the proposed offering will 
not interfere with any needed financing by the issuer under regulation A. 

The revised regulation also provides for the filing of semiannual reports show- 
ing the progress of the offering. This requirement merely formalizes in the rules 
the present administrative practice of requesting such reports. No further re- 
ports are required after completion or termination of the offering and the filing 
of a final report. 

STATUTORY BASIS 


The revised regulation A is adopted pursuant to the Securities Act of 1933, 
particularly sections 3 (b) and 19 (a) thereof, the Commission deeming such 
action necessary and appropriate in the public interest and for the protection 


of investors and necessary to carry out its functions under the Act. 
EFFECTIVE DATE 


Regulation A, as revised, shall become effective March 6, 1953, provided that 
such regulation as heretofore in effect may, at the option of the person or persons 
on whose behalf the offering is to be made, apply to any offering commenced 
thereunder prior to April 6, 1953. 

By the Commission, 

[sraL] Orvat L. DuBots, Secretary. 


Revised 3/6/53 


REGULATION A 
GENERAL EXEMPTION 


Rule 215. Definitions of Terms Used in this Regulation 

As used in this regulation, the following terms shall have the meanings 
indicated : 

(a) An “affiliate” of an issuer is a person controlling, controlled by, or under 
common control with such issuer. An individual who controls an issuer is an 
affiliate of such issuer. 

(b) A “predecessor” of an issuer is a person the major portion of whose assets 
have been acquired directly or indirectly by the issuer and who at the time of 
the transfer of such assets was an affiliate of the issuer or of any person who is 
an affiliate of the issuer. 

(c) A “principal underwriter” is an underwriter who is a party to the under- 
writing agreement (whether written or oral) with the issuer or other person on 
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whose behalf the securities are offered hereunder. “Underwriter” shall have the 
meaning given in Section 2 (11) of the Act. ; 

(d) A “promoter” of an issuer is a person who took an important part in the 
organization of such issuer, or in the acquisition of its assets. 

(e) A “resident” of the Unite’ States is an individual resident thereof, or a 
corporation or other organization which is incorporated or organized under 
the laws of the United States, any State or Territory or the District of Columbia. 


Rule 216. Securities Exempted 

(a) Except as hereinafter provided in this rule, securities issued by any resi- 
dent of the United States having his or its principal business operations in the 
United States shall be exempt from registration under the Act if offered in 
accordance with the terms and conditions of this regulation. 

(b) No exemption under this regulation shall be available for any of the 
following securities : 

(1) Fractional undivided interests in oil or gas rights as defined in Rule 
300, or similar interests in other mineral rights. 

(2) Certificates of interest as defined in Rule 360. 

(3) Securities of any investment company registered or required to be 
registered under the Investment Company Act of 1940. 

(4) Securities of any issuer if such issuer or any of its predecessors or 
affiliates— 

(i) has filed a registration statement which is the subject of pending 
proceedings under Section 8 (b), 8 (d) or 8 (e) of the Act or is subject 
to an order entered under any such section within five years prior to 
the filing of the notification required by Rule 218; or 

(ii) is subject to pending proceedings under Rule 223, or any similar 
rule adopted under Section 3 (b) of the Act, or to an order entered 
thereunder within five years prior to such filing. 

(5) Securities of any issuer if such issuer or any of its directors, officers, 
affiliates or predecessors, any of its promoters presently connected with it 
in any capacity if the issuer was organized within the past three years, or 
any principal under writer of the securities to be offered hereunder— 

(i) has been convicted within five years prior to the filing of the 
notification required by Rule 218 of any crime or offense involving the 
purchase or sale of any security or arising out of the conduct of the 
business of a broker or dealer; 

(ii) is subject to any order, judgment or decree of any court entered 
within five years prior to such filing, enjoining or restraining such 
person from engaging in or continuing any conduct or practice in con- 
nection with the purchase or sale of any security or arising out of the 
business of a broker or dealer; or 

(iii) is subject to a United States Post Office fraud order entered 
within five years prior to the date of such filing. 

Rule 217. Amount of Securities Exempted 

(a) The aggregate offering price of all of the following securities of (i) the 
issuer, (ii) its predecessors and (iii) all of its affiliates which were organized, 
or became affiliates of the issuer, within the past two years, shall not exceed 
$300,000 : 

(1) all securities of such persons presently being offered under this regu- 
lation or specified in the notification required by Rule 218 as proposed to be 
so offered ; 

(2) all securities of such persons previously sold pursuant to an offering 
under this regulation commenced within one year prior to the commence- 
ment of the proposed offering ; and 

(3) all securities of such persons sold in violation of Section 5 (a) of 
the Act within one year prior to the commencement of the proposed offering : 

Notwithstanding the foregoing, the aggregate offering price of all securities of 
such persons so offered or sold on behalf of any one person other than the issuer 
or issuers of such securities shall not exceed $100,000, except that this limitation 
shall not apply if the securities are to be offered on behalf of the estate of a 
deceased person within two years after the death of such person. 

(b) The aggregate offering price of securities which have a determinable 
market value shall be computed upon the basis of such market value as deter- 
mined from transactions or quotations on a specified date within 15 days prior 
to the date of filing the letter of notification, or the offering price to the public, 
whichever is higher; provided, that the aggregate gross proceeds actually re- 
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ceived from the public shall not exceed the maximum aggregate offering price 
permitted, in the particular case, by paragraph (a) above. 

(c) Where securities are offered in exchange for outstanding securities, claims 
or property, the aggregate offering price thereof shall be computed upon the 
basis of the market value of the securities, claims or property to be received in 
exchange, as established by bona fide sales made within a reasonable time, or 
in the absence of such sales, upon the basis of the fair value of the securities, 
claims, or property to be received in exchange, as determined by some accepted 
standard. 

(d) The aggregate offering price of assessable securities shall include the 
aggregate amount of all assessments legally leviable thereon at the time of the 
offering thereof or at any time thereafter. 

(e) The following securities need not be included in computing the amount 
of securities which may be offered under this regulation: (i) unsold securities 
the offering of which has been withdrawn by amending the pertinent notification 
to reduce the amount stated therein as proposed to be offered; or (ii) securities 
acquired, otherwise than for distribution, by a single holder of the majority 
of the outstanding voting stock of the issuer in connection with a pro rata offering 
to stockholders. 

Rule 218. Filing of Notification on Form 1—A 

At least 10 days (Saturdays, Sundays, and holidays excluded) prior to the 
date on which the initial offering of any securities is to be made under this regula- 
tion, there shall be filed with the Regional Office of the Commission for the re- 
gion in which the issuer’s principal business operations are conducted, three 
copies of a notification on Form 1—A. The notification shall be signed by the 
issuer and by each person, other than the issuer, on whose behalf any of such 
securities are to be offered. If the notification is signed by any person on 
behalf of any other person, evidence of authority to sign on behalf of such other 
person shall be filed with the notification, except where an officer of the issuer 
signs on behalf of the issuer. 

Rule 219. Filing and Use of Offering Circular 

(a) Except as provided in paragraph (b) and in Rule 220. 

(1) no written offer of securities shall be made under this regulation 
unless an offering circular containing the information specified in para- 
graph (c) is concurrently given or has previously been given to the person 
to whom the offer is made, or has been sent to such person under such 
circumstances that it would normally have been received by him at or prior 
to the time of such written offer; and 

(2) no securities shall be sold under this regulation unless such an offering 
circular is given to the person to whom the securities are sold, or is sent to 
such person under such circumstances that it would normally be received by 
him, with or prior to any confirmation of the sale, or prior to the payment 
by him of all or any part of the purchase price of the securities, whichever 
first occurs: 

Provided, that in case of transactions effected on a securities exchange, delivery 
of the offering circular shall be deemed to have been made if the issuer or any 
principal underwriter shall, prior to such transactions, furnish to such exchange 
a reasonable number of copies of such circular for delivery to any person or 
persons requesting copies thereof. 

(b) The offering circular specified in paragraph (a) need not be filed with 
the Commission or used in connection with an offering of securities under this 
regulation if the aggregate offering price of all securities of the issuer, its pred- 
ecessor and affiliates offered or sold without the use of such an offering circular 
does not exceed $50,000, computed in accordance with Rule 217. In such 
case, however, there shall be filed as an exhibit to the notification three copies 
of a statement setting forth the information specified in subparagraphs (c) (1), 
(2), (3), (4), and (5) of this rule. 

(c) The offering circular required by paragraph (a) shall be dated, shall con- 
tain the following statement on the outside front cover page of the offering 
circular in capital letters in type as large as that used generally in the body 
of such circular and the following items of information: 

These securities are offered pursuant to an exemption from registration 
with the Securities and Exchange Commission. The Commission does not 
pass upon the merits of any securities nor does it pass upon the accuracy 
or completeness of any offering circular or other selling literature. 
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(1) The name and address of the issuer, the name of the State or other 
jurisdiction in which it was incorporated or organized, the date of its in- 
corporation or organization and the general type of its business. If the is- 
suer is a commercial, industrial, or extractive company in the promotional, 
exploratory, or development stage, briefly describe the properties to be 
operated or developed by the issuer. 

(2) The full names of the directors and officers of the issuer and of any 
person or persons controlling the issuer, their direct or indirect material 
interests, by security holdings, contracts, options or otherwise, in the issuer 
or in any assets proposed to be acquired or operated by the issuer. If the 
issuer was organized within the past three years, furnish similar informa- 
tion as to all promoters of the issuer, 

(3) The kind and amount of securities proposed to be offered hereunder, 
the name and address of each person, other than the issuer, on whose behalf 
any of such securities are to be offered and the amount to be offered on be- 
half of each such person 

(4) The names and addresses of any principal underwriters of such 
securities, the nature of their material interests, direct or indirect, in the 
issuer. State in tabular form on the outside front cover page, on a pre- 
unit basis, the offering price to the public, underwriting discounts or com- 
missions, and proceeds to the issuer or other persons. If the securities are 
not to be offered for cash, state the basis upon which the offering is to be 
made. 

(5) The estimated aggregate underwriting discounts or commissions pro- 
posed to be paid or allowed in connection with the sale of the securities, the 
estimated aggregate cash proceeds to be received by the issuer from the sale 
of the securities, the purposes for which such proceeds are to be used and the 
amount to be used for each such purpose, indicating in what order of priority 
the proceeds will be used for the purposes stated. 

(6) Appropriate financial statements of the issuer showing— 

(A) the issuer's financial condition as of a date within ninety days 
prior to filing the notification, or such longer period of time, not exceed- 
ing six months, as the Commission may permit at the written request of 
the issuer upon a showing of good cause therefor ; and 

(B) its income, expenses and charges in surplus, or receipts and dis- 
bursements as appropriate, for a period of at least two full fiscal years 
prior to the date of the statement of financial condition and for the 
period, if any, between the close of the last full fiscal year and the date 
of such statement, or for the period of the issuer’s existence if less than 
the period specified above. 

Such statements need not be certified by independent public or certified 
public accountants. 

(If the issuer is a commercial, industrial, or extractive company in the 
promotional, exploratory, or development stage, the financial statements 
shall include separate statements of (i) assets, which shall include as 
a separate item unrecovered promotional, exploratory, and development 
costs; (ii) liabilities; (iii) capital shares; and (iv) cash receipts and 
disbursements itemized as appropriate to the nature of the enterprise. 
In these statements dollar amounts shall be extended only for cash 
transactions. Amounts due to or from, or paid to or received from, 
underwriters, promoters, directors, officers, employees, and principal 
holders of equity securities shall be stated separately for each such class 
of persons, if significant in amount.) 

(d) The offering circular may be printed, mimeographed, lithographed, or type- 
written, or prepared by any similar process which will result in clearly legible 
copies. If printed, it shall be set in roman type at Jeast as large at ten-point 
modern type, except that financial statements and other statistical or tabular 
mutter may be set in roman type at least as large as eight-point modern type. 
All type shall be leaded at least two points. 

(e) Three copies of the offering circular required by paragraph (a) which is 
to be used at the commencement of the offering, shall be filed with the notification 
required by Rule 218 at the time the notification is filed and shall be deemed a 
part thereof. If the offering circular is thereafter revised or amended, three 
copies of the revised or amended circular shall be filed with the office of the Com- 
mission with which the notification was filed at least ten days prior to its use, 
or such shorter period as the Commission may authorize. 


~ 
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Rule 220. Use of Limited Written Communications 

Notwithstanding Rule 219, any written advertisement or other written com- 
munication which contains all of the information specified below, but contains 
no other information, may be published or distributed at or after the commuence- 
ment of the offering to any person prior to the sending or giving to such person 
of an offering circular containing the information specified in Rule 219 (c): 

(a) The name of the issuer ; 

(b) The general type of its business; 

(c) A brief statement as to the location of the issuer’s property ; 

(d) The title and per unit offering price to the publie of the securities ; 

(e) The name and address of the person or persons from whom an offering 
circular meeting the requirements of Rule 219 (c) may be obtained; and 

(f) A detachable form, substantially as follows, for use in requesting a copy 
of the offering circular ; 


“Please send me a copy of the offering circular relating 
to t Cocan saedcadae “3 SS - — 
Name es eee pie Mesos 5 
Address —- ides Schiele manasa ect Sub ieal ooo : 

Rule 221. Other Material To Be Filed 

Three copies of every written or other communication (including those speci- 
fied in Rule 220) prepared or authorized by the issuer or any of its affiliates or any 
principal underwriter of the securities to be offered which is proposed to be sent 
or given, in addition to the offering circular, to more than ten persons shall be 
filed at least five days (exclusive of Saturdays, Sundays, and holidays) prior to 
any use thereof, with the office of the Commission with which the notification 
is filed. 


Rule 222. Prohibition of Certain Statements 


No offering circular or other written or oral communication used in connection 
with any offering under this regulation shall contain any language stating or 
implying that the Commission has in any way passed upon the merits of, or given 
approval to, the securities offered or the terms of the offering, or has determined 
that the securities are exempt from registration, or has made any finding that 
the statements in any such offering circular or other communication are accurate 
or complete. 


Rule 223. Denial and Suspension of Exemption 


(a) The Commission may, at any time after the filing of a notification enter an 
order temporarily denying the exemption, or if the public offering has commenced, 
it may enter an order temporarily suspending the exemption, if it has reason to 
believe that 

(1) No exemption is available under this regulation for the securities 
purported to be offered hereunder or any of the terms or conditions of 
this regulation have not been complied with; 

(2) The notification, the offering circular or any other sales literature 
contains any untrue statement of a material fact or omits to state a ma- 
terial fact necessary in order to make the statements made, in the light 
of the circumstances under which they are made, not misleading: 

(3) Any device, scheme or artifice to defraud is being or would be em- 
ployed in connection with the sale of the securities, or the offering is being 
or would be made in such manner as to operate as a fraud or deceit upon 
the purchaser ; 

(4) A registration statement filed by the issuer or any of its affiliates 
shall become subject to pending proceedings under Section 8 (b), 8 (d) or 
8 (e) of the Act or subject to an order entered under any such section; 

(5) The issuer of any of its affiliates shall become subject to pending 
proceedings under this Rule or under any similar rule adopted under see- 
tion 3 (b) of the Act, or subject to an order entered under any such 
rule; or 

(6) The issuer or any of its directors, officers, or affiliates, any promoter 
specified in Rule 219 (¢c) (2), any principal underwriter of the securities 
offered hereunder or any security holder on whose behalf any of such 
securities are offered (i) shall be indicted or convicted of any crime or 
offense involving the purchase or sale of any security or arising out of 
the conduct of the business of a broker or dealer, or (ii) shall be enjoined 
from engaging in or continuing any conduct or practice in connection with 
the purchase or sale of any security. 
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(b) Upon the entry of an order under paragraph (a) of this rule, the 
Commission will promptly give notice to the persons on whose behalf the 
notification was filed (1) that such order has been entered, together with a 
brief statement of the reasons for the entry of the order, and (2) that the 
Commission will, upon receipt of a written request, set the matter down for 
hearing within 20 days after the receipt of such request at a place to be desig- 
nated by the Commission. If no hearing is requested and none is ordered by 
the Commission, the order shall remain in effect until it is modified or vacated 
by the Commission. Where a hearing is requested or is ordered by the Com- 
mission, the Commission will, after notice of and opportunity for such hearing, 
either vacate the order or enter an order permanently denying or suspending 
the exemption. 

(c) The Commission may at any time after notice of and opportunity for 
hearing, enter an order permanently suspending the exemption for any reason 
upon which it could have entered a temporary suspension order under para- 
graph (a) of this rule. Any such order shall remain in effect until vacated 
by the Commission. 

(d) All notices required by this rule shall be given to the person or persons 
on whose behalf the notification was filed by personal service, registered mail 
or confirmed telegraphic notice at the addresses of such persons given in the 
notification. In addition, all such notices will be published in the Federal 
Register. 

Rule 224. Reports of Sales Hereunder 

Within 30 days after the end of each six-month period following the com- 
mencement of the offering of the securities under this regulation, the issuer 
or other person on whose behalf the securities are offered shall file with the 
Commission four copies of a report on Form 2-A containing the information 
called for by such form. A final report may be made upon completion or ter- 
mination of the offering prior to the end of the six-month period in which the 
last sale is made. 


Regulation A 
SECURITIES AND ExCHANGE COMMISSION 


WASHINGTON 25, D. C. 
Form 1—A. NoriricATION UNDER REGULATION A 


The following information is given with respect to an offering of securities 
to be made pursuant to Regulation A of the General Rules and Regulations 
under the Securities Act of 1933... The offering circular required by Rule 219 
is filed with and is to be deemed a part of this notification. 

Item 1. Jurisdiction in which Securities are to be Offered 

State the names of the jurisdictions (States, Territories, District of Columbia 
and foreign countries) in which it is proposed to offer the securities covered by 
this notification. If all or any part of the offering is to be made by use of the 
facilities of a securities exchange, name the exchange. No securities shall be 
offered or sold in any other jurisdiction, or by use of the facilities of any other 
exchange, until an amendment to this notification has been filed stating the 
name of the additional jurisdiction or exchange. 


Item 2. Contemplated Additional Offerings 

State whether or not the issuer or any of its affiliates presently contem- 
plates the offering or sale of any securities in addition to those covered by 
this notification. If so, describe fully the proposed transaction or transactions 
in which it is contemplated such additional securities will be offered or sold. 


Item 8. Unregistered Securities Sold Within One Year 

As to all unregistered securities of the issuer or of any of its predecessors 
or affiliates which were sold at any time within one year prior to the date of 
filing this notification, state the following: 

(a) As to any such securities issued by any of the foregoing persons sold on 
their own behalf, state the name of such issuer, the title and amount of securities 





1 The notification shall contain the item numbers and captions to all items, but the text 
of the items may be omitted if all of the information required by each item is clearly set 
forth under the respective item number and caption. 


~ 


AMEND SECURITIES ACT OF 1933 AND OTHER ACTS 135 


sold, the aggregate offering price thereof and the basis for computing such price. 

(b) As to any such securities issued by any of the foregoing persons sold 
on behalf of any affiliate of such persons, state the name of the issuer, the 
title and amount of securities sold on behalf of the affiliate, the name of the 
affiliate, the aggregate offering price of the securities sold and the basis for com- 
puting such price. 

(c) Indicate the section of the Act or rule or regulation of the Commission 
under which exemption from registration was claimed with respect to each 
such offering and state brietly the facts relied upon to make the exemption 
available. 

Item 4. Predecessors and Affiliates of Issuer. 

List the full name and complete address of each predecessor and each affiliate 
of the issuer. As to any predecessor which is no longer in existence, give its full 
name and last address prior to its dissolution. 


Item 5. Directors, Officers and Promoters 

List the name and complete address of each director and each officer of the 
issuer and if the issuer was organized within the past three years, each promoter 
of the issuer. 

(The information required by this item may be omitted as to any person 
specified whose name and complete address is set forth in the offering 
circular. ) 

Item 6. Convictions, Injunctions and Fraud Orders Within Five Years 

State whether the issuer or any of its directors, officers, predecessors or 
affiliates, any promoter named in answer to item 5 who is presently connec- 
ted with the issuer in any capacity, or any principal underwriter of the secur- 
ities to be offered hereunder— 

(a) has been convicted within five prior to the filing of this notification of 
any crime or offense involving the purchase or sale of any security, or arising 
out of the business of a broker or dealer; or 

(b) is subject to an order, judgment or decree of any court entered within 
five years prior to the date of such filing enjoining it or him from engaging in or 
continuing any conduct or practice in connection with the purchase or sale of 
any security or arising out of the business or a broker or dealer; or 

(c) is subject to any United States Post Office fraud order entered within five 
years prior to such filing. 

Item 7. Exhibits 

Three copies of each of the documents specified below shall be filed as ex- 
hibits to the notification. List under this item all such documents filed. 

(a) All underwriting contracts relating to the securities to be offered here- 
under. 

(b) A written statement signed by each principal underwriter of the secu- 
rities proposed to be offered hereunder consenting to being named in the notifica- 
tion, in the offering circular or in any statement filed pursuant to Rule 219 (b), 
as a principal underwriter of such securities, All principal underwriters may 
sign the same consent, or separate consents may be signed by any underwriter 
or group of underwriters. At least one copy of each consent shall be signed 
manually. 

(c) If any of the securities proposed to be offered hereunder are to be offered 
on behalf of any person other than the issuer, a written statement signed by the 
issuer representing that the proposed offering will not interfere with any needed 
financing by the issuer under this regulation. 


SIGNATURE * 


This notification has been signed in the City of _.___--._.__.__________- , State 
ee ee se) ated on Cie 5. Gl ORG oo Bs 


(Selling security holder, 


*The notification shall be signed in accordance with rule 218. At least one copy shall 
be signed manually by or on behalf of the issuer and each selling security holder. Any 
copies not manually signed shall bear typed or printed signatures. 
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Regulation A 
SECURITIES AND EXCHANGE COMMISSION 


WASHINGTON, D. C. 
Form 2-A. Rerorr PursuANT To Rute 224 oF REGULATION A’ 


1. Name of issuer pie ‘ > 
2. Date on which offering was commenced —-~-- : ‘ - - 
3. (a) Number of shares or other units offered es 
(b) Price per share or other unit at which offered ane e me 
4. (a) Number of shares or other units sold during period covered by this 
report 
(b) Total proceeds received by issuer therefrom $ pdicshawmininichtnose 
(c) Purposes for which such proceeds have been used and amount used for 
each such purpose: ; sad 2 


5. (a) Number of shares or other units still being offered hereunder as 


(b) Price per share or other unit at which such securities are being of- 
ae ‘ = 


(Issuer), wa. 
Date ; 7 s By babi 


ii iS ee ae es ees ee 


(Selling security holder) 


=s 


For immediate release, Friday, April 17, 1953 
SECURITIES AND EXCHANGE COMMISSION 


WASHINGTON, D. C. 
Securities Act of 1933 
Release No. 3471 
AMENDMENT OF REGULATION A 


PURPOSE OF AMENDMENT 


The Securities and Exchange Commission has amended its regulation A under 
the Securities Act of 1933. This regulation exempts from registration under 
the act offerings of securities not in excess of $300,000 which are made in 
accordance with the terms and conditions of the regulation. The amendment 
provides that the Commission may shorten the waiting period between the 
filing of the notification and the commencement of the offering of the securities. 


STATUTORY BASIS 
The amendment is adopted pursuant to the Securities Act of 1933, particularly 
sections 3 (b) and 19 (a) thereof, the Commission deeming such action neces- 
sary and appropriate in the public interest and for the protection of investors 
and necessary to carry out its functions under the act. 


rEXT OF AMENDMENT 


Rule 218 of regulation A is amended to read as follows: 


Rule 218. Filing of notification on form 1-A. 

(a) At least 10 days (Saturdays, Sundays, and holidays excluded) prior to 
the date on which the initial offering of any securities is to be made under this 
regulation, there shall be filed with the regional office of the Commission for 
the region in which the issuer’s principal business operations are conducted, 
three copies of a notification on form 1-A. The Commission may, however, 
authorize the commencement of the offering prior to the expiration of such 
10-day period. 





1 At least one copy of the report shall be signed manually by each person whose signature 
is required. Any copies not manually signed shall bear typed or printed signatures. 
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(b) The notification shall be signed by the issuer and each person, other 
than the issuer, on whose behalf any of such securities are to be offered. If 
the notification is signed by any person on behalf of any other person, evidence 
of authority to sign on behalf of such other person shall be filed with the noti- 
fication, except where an officer of the issuer signs on behalf of the issuer. 

EFFECTIVE DATE 

The Commission finds that the amendment will operate to the advantage of 
issuers proposing to offer securities under regulation A, that it is consistent 
with the interests of investors, and that notice and procedure in accordance with 
section 4 of the Administrative Procedure Act with respect to such amendment 
is not necessary. 

The amendment, being one reiieving a restriction, shall become effective April 
17, 1953. 

By the Commission. 

[SEAL] OrvaL L. DuBots, Secretary. 


The CuarirmMan. Mr. McFarlin. 


STATEMENT OF CLYDE McFARLIN, MONTEZUMA, IOWA, REPRE- 
SENTING UNITED STATES INDEPENDENT TELEPHONE ASSOCIA- 
TION 


pages which I should like to have inserted in the record, and I can 
assure you that I can summarize it much quicker than I can read it. 

The CratrmMan. To read that 614 pages would take 1314 minutes 
if you read it rapidly. We will see how long it takes you to sum- 
marize it. 

Mr. McFaruin. I hope the Chairman’s watch isn’t wrong. 

My name is Clyde McFarlin. TI live out in a little country county 
seat town called Montezuma, in Iowa. I appear here today in behalf 
of the United States Independent Telephone Association, which is 
the trade organization that represents the independent segment of 
the telephone industry. 

By independent segment we mean that portion of the industry which 
is not Bell, not owned «nd operated by the A. T. & T. There are ap- 
proximately 5,300 independent telephone companies in the United 
States. They operate spproximately 11,000 telephone exchanges. 

Geographically they serve approximately two-thirds of the area 
of the rear and they represent an aggregate investment of about 
a billion and a half dollars. That is not an inconsider: able sum of 
investment, but yet when divided by the number of companies there 
are in existence it must be apparent that the independent telephone 
industry in the main is small business. Because we are small i 
we have a particular interest in the amendment to section 3 (b), the 
exemption section of the Securities Act of 1933. 

The Senate, of course, has already acted favorably upon this pro- 
posed legislation, and I should like to tell you very briefly a few rea- 
sons why I think that this exemption should be increased to $500,000 
or perhaps more. I shall confine my statement to that particular 
phase of the legislation. 

The utility industry requires continuously the acquisition of a con- 
tinuous flow of capital. A great many companies during the past 
10 years have been enabled to finance their expansion through the 
retention of earnings. This is not possible for a utility company for 


Mr. McFarurn. Mr. Chairman, I have a prepared statement of 614 
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two reasons: In the first place, they are public regulated and the reg- 
ulatory bodies will not permit them to earn a rate of return sufficient to 
expand their growing activities through the retention of earnings. 
The other is, of course, that they might meet the going rate of other 
companies seeking investors, and the rate of return is so low that they 
are required to pay out. practically all of it in order to secure their 


capital. 

You gentlemen may be interested to know that in approximately 
the last 10 years the number of telephones in this country has doubled. 
We have now over 50 million telephones. As Mr. Hardies has told 
you, because of inflation it has cost a great deal more money to double 
the number of telephones than the original investment. Today it 
takes a capital investment of $400 per telephone to put a telephone 
in service upon the wall of a subscriber. To double the capacity of 
your plant in 10 years is no mean feat and it has stretched the resources 
of the telephone companies to the limit to be able to secure the neces- 
sary capital to do that. 

We haven’t been able to get all the capital that we have needed 
during that time, and unfortunately we have been compelled because 
of the Securities and Exchange Act—and I will explain that to you 
later—to secure too great a proportion of that added capital by debt 
financing through private placement. It certainly would be greatly 
to the advantage of not only our industry but the investing public if 
we could sell more of our securities, and particularly equity issues, 
to the investing public. 

One of the reasons that we have not been able to sell more of our 
issues to the investing public as equity capital has been because of 
the high cost of registration under the Securities and Exchange Act. 
A study that has been made by the Securities and Exchange Com- 
mission shows that the average cost of the professional fees and print- 
ing costs for all registered common-stock issues during the period of, 
I believe, 1945-49, was 87 cents per $100 of proceeds, while, during 
that same period, the cost for common stock issued under $500,000 
was $3.60 per hundred. So you see it was almost 4 times as much 
for the stock issue of under $500,000 as it was for the average. 

A year ago I attended hearings here in June, and at that time there 
was a great deal of complaint made that too many securities were 
being placed privately. Mr. Bennett has asked questions about that 
today. The reason for that was the high cost of registration. If 
that cost can be reduced, then a greater proportion of these securities 
can be offered to the public and they will be able to get seasoned and 
secure investments. 

For example, last year 1 of our telephone companies in Iowa 
needed $400,000. That was above the exemption. In order to get 
that money without an exorbitant cost, they placed that with a large 
insurance company at a very satisfactory coupon. They could have 
sold the equity issues had they been allowed an exemption such as 
is now being suggested here, but he estimated that had he placed these 
bonds or registered them, the cost would have been $10,000, or $2.50 
for each $100 of the proceeds. 

The company would have preferred to have registered that issue 
and offered it to the public, but because of the high cost of registra- 
tion they were not able to do so. 
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Mr. Hardies has spoken about the inflation. If you remember, 
gentlemen, the original exemption in this statute was $100,000. In 
1945, to make the exemption realistic, you increased it to $300,000. 
To make it realistic now you should increase—— 

Mr. Bennerr. I wanted to interrupt to ask you if you have any 
approximate figures on the difference in cost, say, on the — 
issue. Assuming it costs $10,000 to go through the present registr 
tion procedure, what would have been the cost if there had beer an 
exemption ¢ 

Mr. McF aru. Very little. The work could have been done by the 
professional staff of the company itself, its own attorneys, its own 
engineers, and its own accountants. They could have complied with 
regulation A at a very nominal cost. I would say less than $1,000. 
That is even charging the time of the regular employees of the 
company. 

As I was saying, you did increase this—— 

The Cuairman. You did not quite finish your statement when 
you were interrupted. You said assuming an increase from 300 to— 
and then you didn’t get any further. 

Mr. McFartry. It should be increased from $300,000 certainly to 
the $500,000, and taking into consideration the amount of inflation it 
should be increased to some larger sum. However, we are not disposed 
to quarrel with the figure that the Securities and Exchange Commis- 
sion have placed on this. 

The Cuarrman. It is well to bear in mind that the Senate passed a 
bill at $500,000, and if this committee amends it, it requires it to go 
back to the Senate again for further action. It would seem to me 
that good judgment might be, if this committee looks favorably upon 
the bill as written by the Senate, to leave it that way rather than to 
run the risk of its getting tied up in last minute business of the Senate. 

Mr. McFaruiw. I would agree with that, and I might say there are 
a number of telephone companies which are now w ithholding the pub- 
lic issue of telephone securities awaiting the outcome of this legisla- 
tion. 

If the amendment is adopted, it will be offered to the public. Other- 
wise it will be placed at private placement. 

Now the question comes up, of course, would the interest of the 
investing public be jeopardized by increasing this exemption. I think 
I can say that I do not believe that it will be. In the first place, as 
Mr. Hardies has suggested, this exemption is permissive. It is not 
mandatory. It is also under such rules and regulations and condi- 
tions as the Commission may impose. 

So it is not a matter of right but simply a privilege which may be 
granted by the Commission. Certainly the Securities and Exchange 
Commission can be relied upon to perform this service. 

There is another reason why, as far as the utility business is con- 
cerned, there is very little danger to the investing public, and that 
is that in practically all the States I think, with the exception of 5 or 
6, before security issues can be offered to the public they must be 
approved by the local regulatory body of that particular State in 
which the company is operating. So you have a double protection as 
far as public utility companies are concerned. 

Of course, I would not be completely frank if I did not state that 
as far as other companies that are not regulated, of course that would 
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noi apply, but,as far as utility companies are concerned you do have 
that added protection. 

I am not sure whether I am under the wire or not, but I did my best, 
Mr. Wolverton. 

The Cuarrman. You couldn’t have gone much further if you wanted 
to stay under the wire. 

Mr. McFarur. I quit. 

The Cuarrman. Of course this is not your time now when commit- 
tee members start to question ) you. 

Mr. Hesevron. I might add I think he came 2 minutes under the 
wire. 

There is one other factor in terms of the bond issue of $400,000. I 
don’t know whether you know, but I think it would complete the 
picture if, without revealing the name of the company, you could 
tell us how much it cost to place that privately. 

Mr. McFarurn. It was don without the intervention of any under- 
writer. I hate to say that with these gentlemen present who are 
underwriters. It was done without the intervention of an under- 
writer. The professional and legal work was done largely by the staff 
of the local company. I think there was an independent attorney’s 
opinion secured. 

So the cost was more or Jess nominal; in other words, just the routine 
work that the professionai staff of the company did. 

I can tell you that it sold for 10114 at 334 rate, which was a very 
satisfactory piece of financing for the company. 

Mr. Hesevron. The cost would be approximately the same as what 
you believe the cost would be if this bill became law ? 

Mr. McFarutn. Yes, I think approximately the same. 

Mr. Hesevron. That is all, Mr. Chairman. 

Mr. McFarurn. It would have cost $10,000 if it had been registered, 
in the judgment of the president of the company. They are con- 
stantly floating securities, so he has an accurate idea of the cost. 

The Cuarrman. Mr. Bennett. 

Mr. Bennett. You have made what I think is an amazing state- 
ment with respect to cost of registration compared with the cost of 
compliance under regulation A on nonexempt securities. If I under- 
stood you correctly, you said that on a $400,000 financing, it cost the 
company $10,000 to go through the registration proc edure. 

Mr. McFartan. That was the estimate the president gave me, and 
he has engaged in other financing. 

Mr. Bennerr. I am not questioning your figures. You said that if 
that issue had been treated under regulation A it would have cost, in 
your judgment, less than a thousand dollars. The thing that amazes 
me is this: Presumably in these small issues all of the essential infor- 
mation with respect to the company and its financial condition, and all 
of the requirements with respect to fraud are applicable, as I under- 
stand it. Ifthe Commission can get all of the information it needs by 
a simple procedure under these exempt securities at such little cost 
to the company doing the financing, then I am at a loss to understand 
why there is such a disparity and why the cost of filing under the 
registration procedure is so much greater, unless the Commission is 
requiring people to do a lot of things that are not necessary. What 
are your views on that / 
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Mr. McFarury. I don't believe that is quite an accurate picture. 
In the first place, as I recall the requirements of the schedule, you 
have to have the oper: ating statements back for a pe riod of 5 years, and 
some outside professional help that usually is required in the way of 
engineers and lawyers. Then, of course, the printing cost is one of the 
very great factors in the registration. 

Mr. Bennerr. Legal fees, accounting fees? 

Mr. McFarurn. Yes, sir. 

Mr. Bennett. But the fact is that it is just as important for the 
Commission to be sure that a $100,000 issue of securities is an honest 
issue and not a fraudulent issue, as it is to be sure that a million dollar 
om $10 million issue is honest and not fraudulent. Is that not true? 

Mr. McFaruin. That is absolutely true. I am certainly willing 
that small business be given every break. On the other hand, it is 
just as important to the public to be protected when buying the 
certificates of $100,000 issue as it is if they are buying in a million 
dollar issue. As one individual ] eda have $10,000 to invest and 
IT might invest ina nonexempt issue. Am I not entitled to the same 
protection, insofar as the issuance of fraudulent securities is con 
cerned, as a person who uses his $10,000 to buy securities of a much 
larger issue ? 

In principle you are quite correct about that. There isn’t any doubt 
about it. As a practical matter, this company had properties that 
were worth $4 million, Mr. Bennett, and certainly setting up the state 
ments of the company, the plant account, is a very simple matter as 
contrasted with the A. T. & T., which have a $12 billion investment. 


It is much easier for the SEC to check the statements of m 
pany vy. ” million worth of assets, who are asking for a $400,000 
issue, than it is a very large company. The very mechanics of the 


thing scaitiaole the cost. Frankly, I thought that the SEC probably 
were too particular, but as I have listened to the hearings and have 
read the Cases that have been decided, I concluded that th ey fee] 
that under the provisions of the statute the -y are not requ iring any 
thing that should not be done in the interest of the public. 

There ought to be some way to keep the costs down. Frankly, I 
don’t know how. 

Mr. Bennetr. You agree that it is just as important that the public 
be protected whether you are selling a $400,000 issue or whether you 
are selling a $400 million issue ? 

Mr. McFartry. Probably more important, Mr. Bennett, because 
the chances are that the $400,000 issue would go to people who have 
less money to invest than the people who have larger sums to invest. 

Mr. Bennett. My point is this: If you can protect the public on 
these small issues at such a reasonable cost, then what is the reason that 
we have so much one unt about the tremendous cost of protecting 
the investor when he buys a security of a larger issue? It doesn’t make 
sense to me. 

Mr. McFarury. That is something I cannot answer. I think you 
will have to ask the SEC. Perhaps the SEC can answer it better than 
I. The difference in the cost seems disproportionate to me, but I don’t 
know the answer, Mr. Bennett. 

Mr. Bennett. I do not, either. 

That is all, Mr. Chairman. 
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The Cuarrman. Any further questions? 

If not, we thank you, Mr. McFarlin, for your appearance today and 
the testimony that you have given. 

Mr. McFarurn. Thank you, Mr. Chairman. 

(Mr. McFarlin’s prepared statement follows :) 


STATEMENT OF CLYDE MCFARLIN ON BEHALF OF THE UNITED STATES INDEPENDENT 
TELEPHONE ASSOCIATION RELATIVE TO THE AMENDMENT OF SECTION 3 (b) OF 
SECURITIES EXCHANGE ACT 


My name is Clyde McFarlin. I live in Montezuma, Iowa, and am president of 
the Montezuma Telephone Co. I am a director and past president of the Iowa 
Independent Telephone Association, and I appear on behalf of the United States 
Independent Telephone Association, which is the national trade organization of 
the independent segment of the telephone industry. This is the portion of the 
industry which is not owned or operated by the Bell System. 

There are approximately 5,300 independent telephone companies, which operate 
approximately 11,000 exchanges having about 9 million telephones and serving 
approximately two-thirds of the geographical area of the United States. These 
companies have a total investment of about $1.5 billion. 

While the independent telephone companies do serve some large cities, such as 
Rochester, N. Y.; Santa Monica and Long Beach, Calif., generally the independent 
telephone companies serve the smaller cities and towns and farm areas, and 
with a very few exceptions, these companies belong in the classification of small 
business. 

Because this independent telephone industry is small business, it is particularly 
interested in securing the adoption of the proposed amendment to section 3 (b) 
of the Securities Exchange Act, which would increase the present exemption 
from registration of security issues from $300,000 to $500,000. In fact, our 
association feels that the amendment should increase the exemption to $600,000. 

The Senate has already acted favorably upon the proposed amendment by 
the passage of S. 2846. No opposition to this legislation was expressed in the 
hearing before the Senate committee nor on the floor of the Senate itself. 

We believe this amendment should be adopted by Congress for the following 
reasons: 


THE UTILITY INDUSTRY CONTINUOUSLY REQUIRES ADDITIONAL CAPITAL WHICH IT MUST 
SECURE IN LARGE PART THROUGH PUBLIC ISSUES OF DEBT AND EQUITY SECURITIES 


Many industries can secure a large proportion of the funds they need for 
growth and development by retaining earnings. It is not possible for telephone 
companies to secure funds for capital investment, in any great degree, from 
earnings. 

Telephone companies must pay a rate of return on their securities and stock 
issues sufficiently high to meet competition from other sources seeking invest- 
ment funds. To meet such competition, utilities must pay out the major portion 
of their earnings in interest and dividends. Again, utilities are regulated and 
the regulatory bodies will not approve rates high enough to enable such com- 
panies to add any significant amount to surplus. Therefore, for these two 
reasons, utilities are required to look to the investing public for practically all 
the additional capital they require. 

The need for capital in the telephone industry in the last 10 years has been 
greater than the amount the industry has been able to secure. Independent 
telephone companies have not been able to meet the demand for service in spite 
of the fact that since the end of the war the number of telephones served has 
doubled. The independent companies have had a phenomenal increase in num- 
ber of telephones. This extraordinary growth, of course, has required a tre- 
mendous increase in capital investment. In addition to the normal capital re- 
quired because of this growth, the cost has been greatly increased due to fact 
that inflation has added greatly to this cost. Many items used by the telephone 
company in new construction cost 2 and 3 times more than they did before the 
war. 

In addition to the demand for new telephone service, telephone companies have 
been receiving, and will continue to receive demands for improvement of existing 
service which will require investment of a very large amount of new capital. 
It is the duty of the telephone companies to meet these demands for new and 
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improved service, but they cannot do this unless they are able to secure adequate 
capital. 

While the independent telephone companies have not been able to secure all the 
new capital they have needed in this postwar expansion period, through con- 
certed effort on their part and through cooperation of insurance companies, banks, 
and other agencies, our industry has opened up new avenues of financing. How- 
ever, unfortunately, too much of this firancing has been through debt, rather 
than through equity issues. 

It would grealty benefit our industry if we could sell more equity issues through 
public offering. This amendment would assist us greatly in promoting the sale of 
public issues of equity securities for the reasons set out hereafter : 


THE OOST OF REGISTRATION OF SECURITIES IS PROPORTIONATELY HIGHER FOR SMALL 
ISSUES, AS COMPARED TO LARGE ONES, AND IN MANY INSTANCES IS S8O EXCESSIVE 
AS TO BE PROHIBITIVE 


One of the factors which have influenced small telephone companies to do their 
financing, either equity or debt, by private placement has been the cost of regis- 
tration. Technical requirements of registration procedure require special finan- 
cial statements covering the previous 5-year operations, audits by independent 
accountants, appraisals, legal services, printing, etc. The procedure is the same 
whether the issue be one involving tens of millions of dollars, or $500,000. Asa 
consequence, the cost of registration has been so high as to be prohibitive. 

The Securities and Exchange Commission has recognized this condition and 
has made a study of this problem of cost of flotation of registration of issues. 
In a report it has stated that the size of the flotation has a very strong effect on 
both commissions and discounts, and all other expenses, large flotations costing 
only a small amount, relative to the proceeds, as compared with small flotations. 
This study further shows that during the period 1945 to 1949 the average profes- 
sional fees and printing costs for all registered common stock issue was $0.87, or 
$100 of proceeds, and during that same period such costs for common stock issued 
under $500,000 was $3.60 per hundred of proceeds. 

There has been some complaint that the investing public does not have an 
opportunity to buy many sound securities because such securities are disposed of 
at private placement. It this appears that the cost of registration of either debt 
or equity issues is so great as to make it not only more advantageous, but neces- 
sary for small companies to place their securities privately. If this burden were 
removed by increasing the exemption, it would not only enable our companies to 
have additional sources of new capital, but enable the investing public to purchase 
sound securities that they have not had an opportunity to purchase in the past. 

Last year a midwestern telephone company whose headquarters are located in 
my State privately placed a bond issue of $400,000. The president of this com- 
pany estimated that if he had attempted to offer these bonds to the public, the cost 
of registering the issue would have been in excess of $10,000, or $2.50 on each 
$100 of the proceeds. The company would have preferred to have placed the 
securities in the hands of the public but because of the cost of registration the 
investing public was deprived of an opportunity to invest in a successful and 
well-seasoned company. 


THE DECLINE IN THE VALUE OF THE DOLLAR REQUIRES AN INCREASE IN THE EXEMPTION 
FROM REGISTRATION 


The original exemption in the Securities Exchange Act was $100,000. This was 
increased in 1945 to $300,000. Because of the reduction in the value of the 
dollar, the present exemption does not have the same effectiveness that it did when 
enacted. There are varying indexes which show the reduction of the value of the 
dollar since the amendment of 1945 was adopted, but it seems fair to say, because 
of the increased costs of our equipment and labor, that the exemption should be 
increased to $600,000, in order that our companies might have the same benefit 
dollarwise that they received under the amendment of 1945. 


THE INTEREST OF THE INVESTING PUBLIC WOULD NOT BE JEOPARDIZED BY RAISING THE 
EXEMPTION 


We do not believe that the interests of the investing public would be injured 
by the increase in the exemption that is proposed. Neither the number of issues 
exempted nor the amount thereof are significant in the total number and amount 
of registrations which would be affected. A study of registration figures shows 
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that an increase in the exemption to $600,000 would relieve from the registration 
requirements less than 5 percent in number and less than one-fourth of 1 percent 
in dollar amount of issues now required to be registered. The amendment would 
not affect the permissive character of the exemption and the Commission would 
have authority to grant or deny exemption. The Commission has full authority 
to require additional showing, or to make investigations before granting or deny- 
ing exemption, and could grant the exemption subject to any requirements it 
deemed necessary adequately to protect the investing public. 

We are sure the committee will also have in mind the fact that so far as 
utility issues are concerned the public interest is adequately protected by still 
another consideration. Utility companies, including telephone companies, are 
subject to strict regulation by the public-service commissions of the several 
States. The arm of regulation reaches not only to prescription of reasonable 
rates, supervision of accounting procedures and other features, but likewise 
in most States to the important matter of regulation of the issuance of securities. 
Before passing upon petitions for permission to issue securities, these regu- 
latory commissions must necessarily, in carrying out their duty to protect the 
public interest, make probing investigations. 

In this connection I would like to be permitted to make this further obser- 
vation: If Congress for any reason that may be deemed sufficient should be 
disinclined to enact legislation increasing the exemption to $600,000 for industry 
generally, we hope it will nevertheless be disposed to enact this exemption in 
the case of the securities of public-utility companies. It seems to us that, since 
utility companies are already subject to public regulation, the public interest 
is already adequately protected and that this would afford ample justification 
to Congress for treating utility issues differently from other classes of issues. 


IT WOULD HELP SMALL BUSINESS BY SHORTENING THE TIME REQUIRED FOR FINANCING 


One of the most important considerations of financing small companies is the 
ability to secure additional capital promptly when needed. A difference in money 
rates during a 2- or 3-month period can be most vital to small enterprise which 
is seeking funds. We have seen wide fluctuations during the past year in 
money rates. Flotations made even 83 months ago cost considerably more than 
those made at present rates of interest. While registration of securities is 
especially costly for small issues, as pointed out heretofore, registration also 
takes time, and the delays that are incident to registration may cause the 
loss of a favorable money market 

Large companies can usually borrow at the banks to carry their construction 
programs during the process of registering a security issue Smaller companies, 
such as most of those in the independent telephone industry, are usually unable 
to do this because of statutory limitations on the size of loans which can be 
made by local banks. The time element is much more important to a small 
company. Therefore, removal of registration requirement on issues under 
$600,000 would be most helpful to the small telephone company. 

Congress has, by many legislative acts, clearly adopted the policy of extend- 
ing legitimate and effective aid to small business. The adoption of this amend- 
ment would simply be a logical step in carrying out this program. 


The CuarrmMan. Mr. George ? 


STATEMENT OF EDWARD C. GEORGE, CHAIRMAN, BOARD OF GOV- 
ERNORS, NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INC. 


Mr. Grorce. Mr. Chairman and members of the committee, I am 
Edward C. George, of Chicago, Ill. IT am the chairman of the board 
of governors of the National Association of Securities Dealers for this 
vear, 1954. Iam also a vice president and director of a firm in this 
business. 

I am appearing before this committee today as the representative of 
the board of our association and the members of the association to 
support the proposed legislation to amend the acts. 
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I am well aware of the comments you have been making about being 
brief and, as the afternoon has worn along, I have cut down my state- 
ment as each witness has appeared so that now I am at the point 
of telling why I think this prepared statement that I have filed with 
the clerk expresses our opinion, and will just wind up and give you 
the last paragraph, which says: 


It is the considered opinion of this organization whose committees, board of 
governors, and staff have given this matter a great amount of time and thought, 
that the enactment of this bill will be in the public interest. We suggest your 
earnest consideration and approval. 


I might say that in this association that I represent there are some- 
thing hke 3,000 dealers and 75 percent of the brokers and dealers that 
are registered with the SE(¢ 

The CHairman. Have you finished ? 

Mr. Grorer. That is it. I have filed a statement which is very com 
plete. It is 9 pages; 50 copies have been filed with the clerk. I am 
available to answer any questions that IT can. 

The CuarrmMan. Your statement will be made a part of the record 
in full, the same as if you had delivered it. 

(Mr. George’s prepared statement follows :) 


STATEMENT OF EDWARD C. GEORGE, REPRESENTING THE NATIONAL ASSOCIATION OF 
SECURITIES DEALERS, INC., WirH RESPECT TO SENATE BILL 2846 AND H. R. 7550 


I am Edward C. George, of Chicago, Ill. I am the chairman of the board of 
governors of the National Association of Securities Dealers, Inc., for the year 
1954, and a vice president and director of Harriman Ripley & Co., Inc. I am 
appearing before the committee today as a representative of the board of gov 
ernors and members of the National Association of Securities Dealers, In¢ 
in support of proposed legislation to amend the Securities Acts. We appreciate 
the opportunity to appear in connection with this bill. 

Before discussing the merits of these proposals, I would like to make several 
brief comments. The association which I represent is a registered-securities 
association, organized pursuant to the provisions of the Maloney Act amend 
ment to the Securities Exchange Act, adopted in 1938. Among the purposes 
of that association are the regulation of members in their business practices, 
the promotion of high standards of commercial honor, and the protection of 
investors. Our association, as of this date, has 3,068 members throughout the 
United States, approximately 75 percent of the 4,100 registered brokers and 
dealers. 

I would also like to state to members of the committee that associated with 
me in this statement are Mr. Walter I. Cole, of Beecroft, Cole & Co., of Topeka, 
Kans., who is a member of the board of governors of the association and is 
chairman of the legislative committee of that board; Mr. Wallace H. Fulton, of 
Washington, D. C., who is executive director of the association; and Mr. John W. 
Lindsey, of Washington, D. C., who is counsel to the association. 

I have requested the opportunity of having these men appear with me, not 
only for assistance to me, but because I believe that they will be helpful with 
any questions the committee may wish to ask with respect to this statement, 


or otherwise. These individuals will also be helpful both to the committee 
and to me in explaining matters with which they may be more familiar 
than I. 


I believe that I should also state that Mr. Fulton and Mr. Lindsey have 
actively cooperated with the Commission and have attended several meetings 
in connection with general discussions of the present law and the proposed 
amendments here under consideration. I believe that it should also be said 
that in 1952 suggestions to amend the acts here in question were suggested 
to a subcommittee of this committee by the then chairman of the board of 
governors, Mr. Clarence A. Bickel, of Milwaukee, Wis. 

Under date of January 5, 1954, Mr. Fulton advised Mr. Ralph Demmler, 
Chairman of the Securities and Exchange Commission, that the board of 
governors of our association is in general accord with the principles encom 
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passed by the bill subsequently introduced by Chairman Wolverton, and would 
support such proposals before the Congress. I wish to state further that, if 
we, as individuals, as an organization or as a board of governors, had any belief 
that these proposals would in any way reduce or adversely affect investor 
protections in the present law, we would not be in favor of the proposed 
legislation. 

It seems to us that this legislation, if enacted, will accomplish two impor- 
tant results. First of all, the original intent of Congress, at the time of the 
passage of the Securities Act of 1933, will be realized to a much greater extent 
than under present law, in that accurate information with respect to prospective 
issues of securities to be offered will be broadly disseminated to prospective 
purchasers prior to any time of legal sale. Secondly, this proposed legislation 
will preserve and implement the basic protections to investors written into the 
Securities Act of 1933. 

With that preface, I would like briefly to review for the committee what this 
bill will do from the standpoint of both prospective investors, and the securities 
business. You have already heard from representatives of the Securities and 
Exchange Commission and they have done a thorough explanatory job. How- 
ever, from the point of view of businessmen, it seems to us that some things are 
important and should be said. 

First of all, provision is made for offerings of securities to customers during 
the period after the registration statement is filed and before the issue is effective 
for sale. This is the so-called waiting period. Offers or solicitations of offers 
to buy may be made under this proposal by a proposed prospectus, and an offering 
circular which is not as full or complete as the prospectus, but which will, we 
believe and hope, have the effect of influencing prospective buyers to obtain 
the full prospectus. Also, advertising by means of what we call a “tombstone” 
advertisement will be permitted. Again we hope with the result that prospective 
customers will be influenced to obtain the full information in the official 
prospectus. 

It should be said that under current law actual “offers” or “solicitations of 
offers to buy” during the waiting period, constitute by definition a “sale” within 
the meaning of the present law, and thus, inasmuch as a registration statement 
with the Securities and Exchange Commission is not in effect, a violation of law. 

It should be clearly understood that under this proposal no sale may legally 
be made until the registration statement is finally cleared by and effective with 
ihe Securities and Exchange Commission. 

At that point, as a matter of business practice, if interested persons have had 
all the prior information here suggested, they should be in a position to make 
up their minds whether they are interested in the specific securities being offered. 
This is different from the current situation under present law wherein any “offer” 
or “solicitation of an offer to buy” constitutes a sale. Such “offers” under present 
law are unlawful and have had the effect of impeding the distribution of fair, 
proper, and explanatory statements and information to prospective buyers. 

The original intention of the Congress, we have always understood, was to 
require the distribution of this information during the waiting period so that 
investors could be informed. However, because of the statutory definitions 
previously mentioned, and interpretations thereof, many types of information 
dissemination have been interpreted as being “sales” in violation of section 5 
of the current statute. Therefore, as a practical business matter, we have been 
hesitant to inform our customers in view of the substantial legal liabilities 
involved. 

Customers, therefore, have had difficulty in obtaining information. The origi- 
nal intent of the Congress to provide that investors be informed about a security 
as Soon as possible, has, to some extent been defeated. As a result, a dealer who 
does not abide by the law either intentionally or through misunderstanding takes 
an unfair advantage of his competitors who do abide by the letter and spirit of 
the law. 

This proposal would permit, by the separation of the definition of “offer” and 
“sale,” the distribution of this preliminary information without any fear of viola- 
tion of law during the waiting period prior to the registration statement being 
cleared by and effective with the SEC. This we believe will aid our business, 
will help to protect investors and will carry out the basic and original intent of 
the Congress. 

In connection with all of this matter of distribution of information, I hasten 
to state that no one has suggested nor is there any provision in this proposal 
which would in any way lessen the liability provisions of the statute. 
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I have up to this moment been discussing what may be done during the so- 
called waiting period under this proposal and its impact on investors and our 
business. With one basic exception, this proposal does not alter the current 
law with respect to permissible practices and procedures after a registration 
statement is cleared by and effectively registered with the SEC, 

That provision of this proposed amendment, which we believe to be very 
important, relates to the period within which a dealer or underwriter must 
deliver to a buying customer a prospectus containing all of the official informa- 
tion relating to the issuer and the security being offered. This, as you know, 
in the current law is required for a period of 12 months. Under this proposal, 
a prospectus would be delivered to every buyer at least for a period of 40 days 
after the clearance by the Commission and the effectiveness of the registration 
statement. In addition, any dealer or underwriter selling securities, initially 
taken down in a distribution and not sold within 40 days, would have to continue 
to supply a prospectus until his allotment is sold. For example, if a firm par- 
ticipated in an underwriting of securities and did not sell all of its original par- 
ticipation within the 40-day period, it would have to continue to deliver a pro- 
spectus until its share of the issue is sold. It is the general opinion in and 
experience of our business, and, I believe, the Securities and Exchange Com- 
mission concurs, that in the usual offering, a period of 40 days more than covers 
the initial distribution. Therefore, it is our opinion that all purchasers in an 
original distribution would be covered in that period and would, of course, re- 
ceive a prospectus. Indeed, we are of the certain opinion that such buyers or 
offerees should receive a prospectus. 

The effect of this provision, reducing the prospectus delivery period as stated, 
as a normal business practice, is that there would be a saving insofar as the 
number of prospectuses required is concerned, there would be a saving in 
handling and mailing costs, and there would be no loss of information to the 
investing public. 

It should be noted that these proposals do not change one other important 
feature of prospectus availability which is that this information should be 
available to dealers generally, to rating agencies, to investment counsel and to 
other professionals in the securities business so that they can be adequately 
informed and can in turn inform their clients and customers. 

Another aspect of these proposals which we believe is important from a busi- 
ness and investor standpoint is that the Commission may by rule provide that 
the preliminary prospectus may be supplemented after the effective date of the 
registration statement by the addition of minor items and become the official 
prospectus. 

Our country is a large one and we often have trouble accomplishing adequate 
distribution of these prospectuses around the country in such time that all 
dealers may have them for use on the date when the registration statement is 
cleared and effective with the Commission. It is our hope and our belief that 
this procedure which we have called the two-step prospectus, will, in large meas- 
ure, cure this problem and put all dealers on the same footing in connection with 
the distribution of a new offering and remove any competitive disadvantage by 
reason of location. 

There is further provision in the proposed bill, upon which I would like to 
make a short comment. The present law provides that the Securities and Ex- 
change Commission may, by rule or regulation, exempt from the full registration 
requirements, offerings of securities in any given calendar year under $300,000 
in amount. There have been many such offerings in recent years. Mr. Cole has 
handled such issues and is familiar with the problems involved. The proposed 
bill would increase this exemption to $500,000. The board of governors of the 
association and its members are in favor of this proposal. 

There are also provisions contained in the bill with respect to investment 
companies. Many members of the association specialize in the sale of the shares 
of open-end investment companies which are subject to the registration provi- 
sions of the Securities Act of 1933 and the Investment Company Act of 1940. 
Many other members of the association, in addition to their other securities 
business, do a substantial business with customers in such shares. We feel 
that these proposals, relating to investment companies, are sound and we are 
in favor of their adoption. 

We understand that representatives of the investment companies will testify 
before this subcommittee and therefore we will confine ourselves to this refer- 
ence to the provisions of the bill which affect them. 
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Before concluding there is one point which I feel I must make. The civil 
and criminal liability provisions of this act are not involved in this bill and no 
change is suggested. The basic protections contained in the Securities Act of 
1933 result, in our opinion, from the requirements of registration and the 
liability provisions set forth in sections 11, 12, and 17 of that statute. We do 
not believe that any proposal is made here which would in any way weaken 
or alter the effect of those provisions. 

In conclusion, Mr. Chairman, it is our belief that this proposal, if enacted, 
will have the following results: : 

(1) Investors will be able to obtain information with respect to new offerings 
in a form and at a time at which they are not now able to obtain it. This, 
we believe, is consistent with the original intent of the Congress. 

(2) Investor protections contained in the act have not been weakened but, 
indeed, by reason of permission to distribute information legally, have been 
strengthened. 

(83) The liability provisions placed in the statute for the protection of investors 
have not been changed. 

(4) Restrictions, by reason of technical definition, will, if this proposal be 
approved, permit business to operate with much less difficulty and expense. 

(5) The proposed increase in the regulation A exemption from $300,000 to 
$500,000 will aid small-business concerns in obtaining needed equity capital for 
growth and expansion. 

(6) The overall result of all these proposals, may very well be that financing 
of legitimate new enterprises will be assisted. 

Based upon all the foregoing, Mr. Chairman, it is the considered opinion of 
this organization, whose subcommittees, board of governors, and staff have given 
this matter great time and thought, that the enactment of this bill will be in 
the public interest. We suggest your earnest consideration and approval. 

The Cuatrman. You approve the legislation that is before the 
committee at this time? 

Mr. Grorer. That is right. 

The Cuarrman. Are there any questions? 

Mr. Bennett. To what extent and in what manner would brokers 
and dealers change their present policy with respect: to advertising 
and handling securities prior to the registration becoming effective ? 

Mr. Grorce. I think it would make a great difference. You raised 
the question before with Mr. Eaton, I believe it was, and I remember 
thinking at that time just thinking about the firm that I am identified 
with. I am sure that we would do everything we could to educate the 
possible buyers of the securities that we were interested in. 

Mr. Bennerr. What would you do that you are not doing now? 

Mr. Grorce. We do not make material available. We don’t permit 
people in our firm to write letters. It is true we have some telephone 
conversations within our own State to find out what the reception 
might be, and from day to day we are talking with people about pre- 
vious issues that have gone along, so we have the feel. But for us to 
run the risk of doing something that we might get caught up because 
of the present law, we are extremely careful, and I am sure that is 
true of most of the dealers in the country. I won’t say that there 
aren't some of them who violate the law. I think that is true. But 
the good dealer is particularly careful that he sticks within the law. 
I think that they would— 

Mr. Bennett. Iam not implying that. 

Mr. Grorer. I don’t mean to say that you are, sir. I say that we 
would take advantage of this change and make the information much 
more available than it is at the present time. 

Mr. Bennetr. What I am trying to find out is what the practical 
effect of the adoption of this amendment would be to the trade, to 
you people. 
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Mr. Grorce. I think the red herring prospectus would be made 
available to individuals, for one thing. I think the process docu- 
ments that might go through the SEC would be made available to 
individuals. 

Mr. Bennerr. In what respects would you deal differently with a 
customer than you are doing now ¢ 

Mr. Georee. We don’t supply him with information that he might 
base his judgment on at the present time. If you are thinking of 
an individual, we just do not do that at the present time. 

Mr. Bennerr. What would you do if this amendment were 
adopted ¢ 

Mr. Grorae. I think he could have available a prospectus which he 
might read and might not, but certainly he would get a shorter docu 
ment that would be available, which certainly would be in much more 
readable form, that he could use to make up his opinion as to whether 
he wanted to buy the security or not when it became effective. 

Mr. Bennerr. Do you think that extending to the broker the right 
to offer a security, but not being able to sell it, would that be he ‘Ipful? 

Mr. Grorce. You mean to make the contract 4 

Mr. Bennett. No; I mean, do you think the opportunity to make 
the offer—— 

Mr. Georce. Is important? 

Mr. BENNETT. Yes. 

Mr. Grorer. I certainly do. 

Mr. Bennetr. Why? 

Mr. Grorce. Because it is consistent with the intent of the Congress 
when the act was passed back in 1933. 

Mr. Bennett. [ am not asking about the intent of Congress. I am 
asking about how it would be helpful to you and the investor. 

Mr. George. It would be helpful to us during the waiting period. 
We could get an idea, I am sure, of whether we were going to be in a 
position to sel] the securities. The investor would have a chance to 
make up his mind during the wating period. 

Mr. Heserron. In one portion of vour statement vou re fer to the 

difficulty of obtaining adequate dis tribution of the prospectuses and 
you state: 
It is our hope and our belief that this procedure which we have called the “two- 
step” prospectus, will, in large measure, cure this problem and put all dealers on 
the same footing in connection with the distribution of a new offering and remove 
any competitive disadvantage by reason of location. 

In the first place, what is the competitive disadvantage ? 

Mr. Grorce. An underwriter may be working on a piece of business, 
let us say in the eastern part of the country, and the dealer who may be 
in the Middlewest or farther west will not get the final prospectus 
which would be printed when it becomes effective until maybe a day, 
2 days, or 3 days later, so he doesn’t have that information to supply 
to his possible buyer. 

Mr. Hesevron. Then you feel that the ability to use this more con 
densed information ahead of time would place a person in Chicago or 
somebody in San Francisco or in Texas on the same basis as somebody 
up in Philadelphia or Boston ? 

Mr. Georee. That isright. In addition to that, sir, the red herring 
prospectus can be added so it can be used as the final prospectus. 
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Mr. Heseuron. I notice you have as associates Mr. Walter D. Cole, 
of Topeka, Kans., and certain other gentlemen. Later you refer to 
Mr. Cole’s familiarity with offerings | not in excess of $300,000. Is 
Mr. Cole present ? 

Mr. Georce. Mr. Cole is present, yes. 

Mr. Hesevron. I wonder if he cares to make any statement in terms 
of that suggestion of $600,000 as compared to $500,000. I observe 
that you endorse the $500,000. 

Mr. Grorce. I think he would be willing to make a statement in 
regard to that, Mr. Chairman. 

Mr. Watrer D. Corr (Topeka, Kans.). I am Walter Cole, from 
Topeka, Kans. We are small dealers out there. I don’t believe I 
would be qualified to comment on the difference between the $500,000 
and the $600,000 figure. Was that your question ? 

Mr. Heseiron. Yes. I though I might be able to—— 

Mr. Corx. I think it would be very “advant: igeous to the small com- 
pany out in the country to have the figure raised. We have talked to 
some of the companies. 

Mr. Hesevton. Excuse me. Raised to what? 

Mr. Cote. Raised to $500,000, at least. 

I think it would be difficult to arrive at a figure above that. We 
nave talked to some of the people with whom we have worked and 
for whom we have sold these small issues. I think they would be 
very happy if we could get it up to $500,000. 

Mr. Hese.ron. There has been a considerable amount of such issues 
in recent years? 

Mr. Coreg. There has been a considerable amount of it; yes, sir. 

Mr. Hesevron. Aside from telephone companies, have other indus- 
trial organizations taken advantage of that? 

Mr. Cote. We had one for a wholesale grocery company not too 
Jong past. There was one in our area for a small battery and cable 
company this !ast month. I do not think we can confine it to utilities 
in our area. They have been good little companies. We have never 
engaged in one that didn’t pay the interest on its bonds or debentures 
or its preferred or the dividends on the common stock in our own 
shop, and I think that is generally true in the State of Kansas. 

Mr. Hese.ton. Do you know if that is also true generally around 
the country ? 

Mr. Coxz. I cannot say for others in our area. We have been in 
a few in Illinois. That has been our experience with those over there. 
They were telephone companies. 

Mr. Hesevron. Thank you. 

The Cuatrrman. Any further questions ? 

Mr. Hale? 

Mr. Hate. Mr. George, would you go to the point of saying that 
this bill would turn the red herrings white ? 

Mr. Georce. I think it might help. 

Mr. Hate. You think it would have a tendency in that direction? 

Mr. Gerorce. Yes, sir. 

If I may go back a moment, I would like to say that at the present 
time an individual doesn’t get a red herring to add to what I said 
to you a moment ago, Mr. Bennett. 

The Cuarrman. Any further questions? 

That is all, then. 

We thank you, Mr. George, for your appearance here today. 
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STATEMENT OF EUGENE B. McCANN, PRESIDENT, APARTMENT 
OWNERS, INC., NEW YORK CITY 


The Cuarrman. I have here a statement from Mr. McCann who 
desires to testify. 

Mr. McCann, I have looked over this statement of yours. I do not 
think it comes within the scope of the legislation that we have before 
us under consideration today. 

Mr. McCann. Mr. Chairman, you have heard nothing but testi- 
mony in favor of the bill and the operation of the Commission. 

The CuarrmMan. Do you mean to infer that you are opposed to this 
bill? 

Mr. McCann. I am opposed to any change in it unless there are 
supplements made to the bill at this time, because I believe—— 

The CHairMAN. In other words, you want to offer amendments to 
the bill that 1s before us? 

Mr. McCann. To correct abuses by the Commission—— 

The CHAIRMAN. Just answer my question so I can find out what 
your position is. Do you wish to make, as you term it in this state- 
ment, supplements 1, 2, 3, and 4, some of which are in the alternative, 
as amendments to this bill that we have before us for consideration 
now? 

Mr. McCann. That is right, Mr. Chairman. 

The CHARMAN. We will hear you. You may proceed. 

Mr. McCann. Supplement 1: Any commissioner, official, or em- 
ployee of the Commission, and any commissioner, official, or employee 
thereof whose association therewith has not been terminated for more 
than 5 years, who solicits, accepts, or partic ‘Ips ites in any fees or other 
emoluments having to do with the preparation or filing with the Com- 
mission of any registration statements, prospectuses, offering circulars 
or exemptions accorded by section 3 (b) of this act shall be fined not 
more than $10,000 or imprisoned for not more than 10 years or both. 

Supplement 2: The Commission shall disseminate no press releases 
or other matter unfavorably publicizing, attacking, or smearing any 
citizens nor take any other action having the effect. of excluding “the om 
or the corporations of which they are officials from the securities busi- 
ness or capital markets of the United States. Any commissioner, 
official, or employee of the Commission who violates this section shall 
be fined not more than $10,000 or imprisoned for not more than 10 
years or both. 

Supplement 3: The Commission shall not deny the exemption ac- 
corded by section 3 (b) to any issuer of securities because its proposed 
offering circular fails to disclose that a conviction for crime was had 
against one of its officers more than 10 years prior to the use of said 
circular. 

If the committee does not approve this the following is proposed 
as an alternative supplement so the Commission will be required to 
administer the act impartially and without discrimination. 

If any officer or director of any issuer of securities has, at any time 
in his or her life, been convicted of a crime the Commission must deny 
to said issuer the exemption accorded by section 3 (b) unless the offer- 
ing circular of said issuer contains a full dise lonure of such convic- 
tion. 
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Supplement 4: The Commission shall not hold as defective or in- 
adequate any registration statement or prospectus filed therewith 
because they fail to disclose that a conviction for crime was had against 
an officer or direetor of the registrant more than 10 years prior to such 
filing. 

If the committee does not approve this the following is proposed 
as an alternative supplement so the Commission will be required to 
administer the act impartially and without discrimination. 

If any officer or director of any registrant has, at any time in his 
or her life, been convicted of a crime the Commission must refuse any 
registration statement or prospectus submitted thereto for filing unless 
they contain a complete disclosure of such conviction. 

It is respectfully submitted that the proposed or alternative supple- 
ments should be adopted and that the undersigned be permitted to 
testify before the committee with respect thereto. 

Mr. Cuarrman. Mr. Bennett, do you want to ask a few questions 
of Mr. Demmler? 

Mr. Bennett. Just one or two, Mr. Chairman. I know it is getting 
late. I do not want to delay this hearing. I would like to ask Mr. 
Demmiler to return to the stand. 


FURTHER STATEMENT OF HON. RALPH H. DEMMLER, CHAIRMAN, 
SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, D. C. 


Mr. Bennett. After listening to some of the testimony today, Mr. 
Demmiler, it seems to me that there is a more serious problem with 
respect to exempt securities than I had realized. 

Is it your understanding that the purchaser of exempt securities is 
less protec ted than is the case where the securities are registered ? 

Commissioner Demmeter. He does get less protection, yes, because 
the purchaser of an exempt security does not have the right of action 
against the officers, directors, the issuer, the underwriter, the experts, 
under section 11 of the act, which is a section establishing civil lia- 
bilities in respect of registration statements. 

He does, however, have protection under section 12 of the act. That 
is a civil right to rescind in the event of fraud practiced upon him. 
And he has protection under section 17, which is a general liability 
section establishing liability for fraud in the sale of securities. 

The original theory of the exemption when the act was enacted was 
that offerings of $100,000 or less, the original exempt amount, were a 
subject matter which, so to speak, in the broad national scheme of 
things, the Federal Government did not want to reach out and take 
within its jurisdiction. 

When the 1945 amendment was adopted, raising the exemption to 
$300,000, the theory was expanded, so to speak, on the ground that the 
exemption should be increased in order to give some encouragement 
to smaller enterprises to finance more easily. 

Regulation A, adopted under section 3 (b), as it existed prior to its 
amendment early in 1953, did not require the use of an offeri ing circular 
as a means of disclosure, but, if there was an offering circular used, it 
had to be filed. The offering circular in effect was evidence of what 
was said in the sale of the security, and that is why its filing was re- 
quired. But there were no standards provided for offering circulars. 
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Offering circulars, as a matter of practice were processed in the 
regional offices, and the st: _— by which offering circulars were 
judged to determine whether or not they contained misleading state- 
ments or omitted statements octane to make the statements made not 
misleading, were not prescribed. It was a case of administrative 
discretion in the particular office. 

To accomplish two purposes, regulation A was amended in the 
early part of 1953 so as to require an offering circular as a term 
and condition of granting the exemption, and that the offering cir- 
cular contain certain prescribed information so as to insure uniformity 
of administration. 

The investor who buys an exempt security now has these pro- 
tections : 

He has the protection of regularly prescribed standards of 
formation in the offering circular ; 

. He has the protection of section 12 of the Securities Act, which 
gives him a remedy against the seller for misrepresentations and con- 
cealment; and 

He has the protection of the general fraud provision of section 
17 of the act. 

It might be well, ideal perhaps, if the purchaser of a security from 
a small issue had the identical protection, afforded by registration. 
But if you give him identical protection, and have exactly the same 
provisions applicable, then you may as well have no exemption. 

Mr. Bennerr. That gets down to the question I was going to ask: 
Why should you have any exemption ? 

Commissioner DemMuer. I think the answer is that that is a prac- 
tical question. There is naturally an expense to the registration proc 
ess. There is an administrative processing, and so forth. There is 
perhaps an area which is not large enough in the entire economic 
scheme of things—in the flotation of securities in interstate com- 
merece—into which the Federal Government should not go quite so 
deeply and penetratingly as it does in the larger issues. 

You must remember, sir, that there are also the State “blue sky” 
laws, and most of these small issues are qualified in the 1 or 2 or 
3 or 4 States in which they are offered. 

Mr. Bennerr. That applies to all securities. That does not apply 
just to the exempt ones. The “blue sky” laws apply to all of them. 

Commissioner Demmirr. That is true enough, and there is dupli- 

cation between the Federal scheme and the State scheme in some 
particulars. 

There is also the intrastate exemption, in which there is no dollar 
limit. Congress has not moved into the field of a wholly intrastate 
offering. 

Mr. Bennert. And does not in this case? 

Commissioner Demmier. And does not in this case. 

Mr. Bennett. The point I am making is this: I do not quite under- 
stand why an investor who has a thousand dollars to invest would 
not be entitled to the same degree of protection whether he invests 
in an issue that is exempt or whether he invests in one that is not 
exempt. 

Commissioner DemMier. As a matter of fact, sir, there is no ques- 
tion but that if you lose a thousand dollars out of a $300,000 issue 
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or out of a $300 million issue, you are out your thousand dollars just 
the same. 

Mr. Bennerr. That is right. 

Commissioner Demmuer. The whole question of exemption is a mat- 
ter of policy for Congress to determine. 

Mr. Bennerr. Do you believe it wise to keep increasing the amount 
of these exemptions? It seems to me that we would better protect the 
public if we devoted our attention to decreasing it rather than 
increasing it. 

Commissioner Demmurr. Mr. Bennett, I think that the additional 
protection given by the revised regulation A makes it safe on balance 
to increase the exemption. 

Also, I think that the Congress has crossed the bridge once in 1945 
when, because of the decreased purchasing power of the dollar between 
1933 and 1945, it increased the exemption from $100,000 to $300,000. 
That, incidentally, was one of the theories for the increase of the 
exemption at that time, and I think there cannot be much question 
but that the porchasing power of $300,000 would be equalled or 
approached by $500,000. 

Mr. Bennerr. If you can give the American investor adequate pro- 
tection under regulation A on these nonexempt securities, it seems 
to me you ought to be able to give them the same amount of protection 
regardless of the size of the issue. That is the point I was coming to. 

The Commission has been criticized for years by people who have 
to do their financing through a public offering because of the long 
and involved redtape with ‘which they are confronted. The proce- 
dure is such that they are required to hire high-priced lawyers, high- 
priced »ccountants, high-priced engineers, to get all this information 
together for a registration statement. 

If that is necessary in order to protect the public, then I am for it. 
But if it is not necessary in the case of some securities that are sold to 
the public, then I cannot see why it should be required in others. 

Commissioner Demmuer. It is required primarily because the law 
says it is required. 

Mr. Bennett. All right. 

Commissioner Demmter. I think on balance that the Commission 
and the industry will both agree that, when the issue is large enough 
that the enterprise can stand the expense, the expense is justified. It 
is a matter of striking a balance. 

Mr. Bennett. What about the public, though, if you adopt the 
philosophy with respect to a large security that the expense is justified 
just because it is large? 

Commissioner Demmtuer. No. It is a question of balance, of course. 
You could not apply a scheme which necessarily involves expense to 
an enterprise which is not big enough to bear the expense, without 
killing off the enterprise. 

Mr. Bennett. That still does not give any protection to the investor 
who buys the securities. 

Commissioner Demmurr. That is a balance for the Congress to 
strike, sir. 

Mr. Bennett. That may be so, but it still does not consider the 
investor who is buying the securities. As I understand it, the intent 
of Congress was to require regulation in order to protect the public 
against “the issuance of securities on the basis of fraudulent misrepre- 
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sentations. They filed a true statement of their financial picture, and 
things of that sort. 

If that is necessary, and I think it is, we ought to be able to come 
to one common formula for all of these offerings. Perhaps the public 
would be just as well protected by a simplified procedure with respect 
to these registration statements. And if you do that, you would 
not need to be dealing with the small issues on any different. basis 
than when dealing w ith the lar ger ones. 

I think it is a question which the Commission could well devote 
some time to, because it is certainly a problem which concerns a lot 
of people in the country who are involved in this matter. 

A large number of people in finance and business have talked to me 
and written to me, and I guess to other members of the committee, com- 
plaining about the excessive regulation and redtape that they are 
getting from the Securities and Exch: ange Commission, which does 
not give the public any protection. It merely adds to the costly pro- 

cedures of financing and forces these people to market high-grade 
securities privately when these securities otherwise would be avail- 
able for public distribution. They are being frustrated by this barrier 
that has been set up over the years. 

Commissioner DemmMter. I would say the barrier, if it be a barrier, 
is found in the terms of the act itself which the Commission is sworn 
to administer. 

Mr. Bennett. You do not think there is any possibility of simpli- 
fying that procedure and making it less costly, without destroying 
the effectiveness as far as protection of the public is concerned ? 

Commissioner DemMuer. There are always possibilities for admin- 
istrative improvement, and we are devoting a great deal of attention 
to exploring those possibilities and cutting down duplicative paper 
work so far as it is consistent with the statute. We are working very 
hard on that, and I think we have some rather concrete accomplish- 
ments to report on the subject. 

Mr. Bennett. Have you looked into cases involving fraud to see 
whether they are in the nonexempt class of securities or in the exempt 
class?) Do you have any statistics on that which you could furnish 
to the committee ? 

Commissioner Demmter. I certainly do not have anything offhand. 

Mr. Bennett. Would that information be available? 

Commissioner Demmurr. Undoubtedly certain statistical informa- 
tion would be available with respect to administrative actions taken, 
prosecutions, wn that sort of thing. 

Mr. Bennerr. If it could be furnished without too much trouble, 
I would like to have that information. 

(Commissioner Demmler later furnished the following informa- 
tion :) 

In accordance with your request, I furnish certain statistical information 
regarding the use of regulation A under the Securities Act of 1933. The attached 
figures give the results of offerings under the regulation for the months May, 
June, and July, 1958. The enclosed figures also show the number of registered 
offerings during the same period. We call your attention to the fact that during 
this period the present regulation A requiring the use of an offering circular 
was in effect. 

I think that I can fairly say that the liabilities and responsibilities under 
sections 12 and 17 of the Securities Act, as well as under rule X-10B-—5 of the 
Securities Exchange Act, which generally speaking encompass the antifraud 
provisions of the securities acts, together with the Commission’s existing require- 
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ments under regulation A for the use of an offering circular, containing basic 
information regarding the issuer and the security offered, which is subjected 
to eXamination and review by the Commission's staff, afford investors very 
substantial protections and at the same time have facilitated resort to the 
securities markets and the general public by legitimate small enterprises. The 
attached figures indicate that almost one-half the number of filings and dollar 
amounts of the offerings were made by companies designated as promotional 
companies, that is, companies which had been recently organized and which as 
yet had not attained actual operations or production 

As you know, the statute originally provided that the Commission might, 
subject to appropriate terms and conditions, exempt issues from the regis- 
tration provisions in amounts not to exceed $100,000. Legislative reports com- 
menting on the section, indicated quite clearly that the purpose of the exemp- 
tion was to leave to the discretion of the Commission the extent to which offerings 
of this amount should be regulated by the Federal Government, having in mind 
the limited character of these offerings. 

These reports made it quite clear that the Congress established in the statute 
standards of responsibility which in principle could with propriety have been 
given universal application in the securities field. The reports also made clear 
the policy considerations which prompted carving out certain exemptions from 
the registration provisions of section 5 and, therefore, from the liability pro- 
visions of Section 11 for certain types of transactions and securities as enu- 
merated in sections 3 and 4 of the act. 

We believe the policy considerations which, in the first instance, led to the 
exemptions provided by sections 3 and 4 still obtain. Twenty years’ experience 
under the statute does not suggest any major departure from that policy. In 
1945 the Commission acquiesced to an increase in the permissible limits under 
section 8 (b) from $100,000 to $300,000. Public policy was again the underlying 
motivating factor in raising the exemption. Thus, the financial problems of 
small business in the immediate postwar period arising out of inflation and rela- 
tive cost factors were deemed to warrant authorizing the Commission to enlarge 
the area in which administrative discretion might be exercised pursuant to 
specific statutory authority to deal with this problem. 

After considerable study of the problems involved and a review of the opera- 
tions of the rules then in existence, the Commission revised its rules under 
section 8 (b) early in 1953 in the interest of more effective administrative control 
and to provide a better vehicle for protecting the interests of the investor. The 
present regulation A in our judgment has proven quite effective. While no 
overall statistical study is available, it is our opinion, after consultation with 
informed members of our staff, that no substantial fraud occurs under regulation 
A offerings. The area of fraud is largely found among issues which were sold 
without either registration or qualification for an exemption under section 3 (bh). 

It should be reemphasized that the proposed increase in the exemption from 
$300,000 to $500,000 does not necessarily carry with it an automatic increase of 
the exemption in all cases. The exemption provided by section 5 (b) would 
remain permissive and would preserve to the Commission authority in granting 
exemptions to impose such terms and conditions as may be determined to be 
necessary or appropriate to the public interest and consistent with the terms of 
the section. The Commission will continue to observe carefully the operation of 
the rules and the development of practices thereunder with the idea of amending 
or limiting its rules as experience may indicate. The Commission will continue 
to report to the Congress in its annual reports as to its action and experience 
under the exemption and, upon the basis of such experience, will be happy to 
consult with the committee if a reconsideration of the problem seems desirable. 


Survey of offerings under regulation A for the 3 months of May, June, and 
July 1953 


Number of filings 312 
Dollar amount of filings $48, 445, 390 
Number of filings by operating companies * 73 
Dollar amount of filings by operating companies $26, 995, 839 
Number of filings by promotional companies” ; 139 
Dollar amount of filings by promotional companies $21, 449, 551 


1For the purposes of this survey, the term “operating companies” is defined as meaning 
companies which have been in operation for an appreciable period of time and have a 
record of production, even though there may as yet be no earnings record 

"The term “promotional companies” shall be defined as companies which have recently 
been organized and which are as yet not in actual operation or production 
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A breakdown of the classifications of the 
shows the following results: 


Manufacturing i 
Finance 
Merchandising 
Utilities 
Mining 
Insurance 
Oil 
Miscellaneous : 
Airlines 


Garage operator 
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173 companies in the operating stage 


85 





Nonprofit organization to make loans to encourage industries to locate 


in the greater Muskegon, Mich 
Weekly newspaper 


, area 


] Real estate 
Nonprofit trucking association 
A breakdown of the classification of 
stage shows the following results: 


Manufacturing 

Oil 

Mining 

Theatrical enterprises 


the 139 companies in the promotional 
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(This particular type of filing is peculiar to the New York regional 


office of the Commissioner ) 


Miscellaneous: Resort hotels, motels, 


insurance companies and certain others 
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period of May, June, 


Vumber revistered offerings 


Number of registration statements filed 
Dollar amount 





utilities 
companies, television and radio shows, cattle ranching, 


dollar 
and July 1953 





20 
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23 

23 
(water and gas), finance 
citrus groves, 
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amounts thereof for the 8-month 


158 
$1, 832, 927, 926 





Securities Act of 19338, regulation A: Distribution by size and type of offeror of 
notifications filed under regulation A from Apr. 1 to Dec. 31, 1953 
Number of such notifications involving listed issue ilso shown] 
I l nur For the account of | 
= i; | N f 
Wi l List 
4 eel SLOCK 
mpany eated 
| 
$50,000 and under 2 196 | 1 
4 $50,001 to $99,999 | 30) 116 | 14 ~ 
$100,000 to $149,999 t 60 
$150,000 to $199,999 g 83 0 
$200 000 to $249,990 ) 38 1 ( 
$250,000 to $300,000 2 O55 1 
e Total 806 is 8 ) 
For account of both the compa ind a stockholder in 1 case 
3 stockholders for $100,000 each 
On a percentage basis these figurs how 
29 percent of all notifications were f« I f $50,000 or les 
45 percent of all no ti mounts of $100,000 or less 
32 percent of all notificati out max 1mount permitted by regulation A 
7 percent of all notificatic 1 int of se wckholders 
5 percent of all notifications involved issu sted exchal 
2 percent (18 out of 806) of all notificat nvolved listed issues for which an offering circular was 
required under regulation A. 
Source: Securities and Exchange Commission, D on of Corporation Finance, 


The CuarrmMan. Any further questions ? 


If not 
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Commissioner DemMuerr. May I add one thing which may answer 
another question which I believe Mr. Bennett put to Mr. Eaton and to 
Mr. George on behalf of the National Association of Securities Dealers, 
who dealt at some length with the question, and that was the change in 
actual day-to-day dealings and practical operation of the business 
which would be affected by the bill, if enacted. 

I made the statement this morning—and Mr. Loss confirmed it this 
afternoon—that, generally speaking, it seeks to give specific and ex- 
press legal sanction to practices which have been built up by the rule- 
making process in the intervening period since 1933. There would be 
one practical change effected, which Mr. George alluded to, and that 
is this: 

The red herring is presently used by underwriters distributing it to 
dealers and to a comparatively small number of investors, many of 
them institutional investors, like pension funds, insurance companies, 
and so forth. Some dealers do in fact use the red herring with in- 
dividual customers, but the use by dealers of the red herring in dis- 
seminating information to individual customers is rather sparing. It 
is almost negligible. 

Yet the red herring, this preliminary prospectus, would be the source 
from which the individual customer would acquire the information 
during the waiting period. 

It is the thought of the Commission, and I believe of the industry, 
that the next step, the use of the red herring and other processed sum- 
mary and preliminary prospectuses, in disseminating information, 
from the dealer to the individual customer would be encouraged by the 
enactment of the bill because of the modification of the present very 
broad definition of the word “sale” (including offer or attempt to dis- 
pose of a security) has been a warning signal which in effect has de- 
terred dissemination of the red herring to individual customers. 

The CuarrMan. The hearings are closed, and we thank all those who 
have appeared today for their willingness to submit information to 
the committee which would be helpful. 

Commissioner Demmuer. Mr. Chairman, I do not want to hold the 
record open, but I cannot avoid expressing the appreciation of all of 
us for your expressions of confidence in the integrity of the Com- 
mission. There were also a few written statements filed which we will 
see. I doubt whether we will have anything to add in response, but it 
is barely possible. If we could be given that privilege, we would 
appreviate it, although, as I say, I doubt whether it will be necessary 
to avail ourselves of it. 

The CrarrmMan. You will, of course, have the right to revise and 
extend your remarks. 

Commissioner Demmuer. Thank you very much, sir. 
(Whereupon, at 5: 30 p. m., the hearing was closed. ) 


Xx 














ee me nee eny 


